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What’s New for 2009
Taxes on foreign oil related income. In tax
years beginning after 2008, taxes on foreign oil
related income will be subject to the same rules
that apply to taxes on foreign oil and gas extrac-
tion income in determining the amount allowed
as a foreign tax credit. For more information, see
Internal Revenue Code section 907.

Reminders
Alternative minimum tax. In addition to your
regular income tax, you may be liable for the
alternative minimum tax. A foreign tax credit
may be allowed in figuring this tax. See the
instructions for Form 6251, Alternative Minimum
Tax—Individuals, for a discussion of the alter-
native minimum tax foreign tax credit.

Change of address. If your address changes
from the address shown on your last return, use
Form 8822, Change of Address, to notify the
Internal Revenue Service.

Photographs of missing children. The Inter-
nal Revenue Service is a proud partner with the
National Center for Missing and Exploited Chil-
dren. Photographs of missing children selected
by the Center may appear in this publication on
pages that would otherwise be blank. You can
help bring these children home by looking at the
photographs and calling 1-800-THE-LOST
(1-800-843-5678) if you recognize a child.Get forms and other information

faster and easier by:

Internet www.irs.gov
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• You paid withholding tax on dividendsUseful Items
from foreign corporations whose stock youYou may want to see:Introduction did not hold for the required period of time,

If you paid or accrued foreign taxes to a foreign Publication • You paid withholding tax on income or
country on foreign source income and are sub- gain (other than dividends) from property❏ 54 Tax Guide for U.S. Citizens andject to U.S. tax on the same income, you may be you did not hold for the required period ofResident Aliens Abroadable to take either a credit or an itemized deduc- time,
tion for those taxes. Taken as a deduction, for- ❏ 519 U.S. Tax Guide for Aliens • You paid withholding tax on income oreign income taxes reduce your U.S. taxable

❏ 570 Tax Guide for Individuals With gain to the extent you had to make related
income. Taken as a credit, foreign income taxes Income From U.S. Possessions payments on positions in similar or related
reduce your U.S. tax liability. property,

Form (and Instruction)In most cases, it is to your advantage to take • You participated in or cooperated with anforeign income taxes as a tax credit. The major
❏ 1116 Foreign Tax Credit international boycott, or

scope of this publication is the foreign tax credit.
See How To Get Tax Help near the end of • You paid taxes in connection with theThe publication discusses: this publication for information about getting purchase or sale of oil or gas.

these publications and this form.• How to choose to take the credit or the
deduction, For more information on these items, see

Taxes for Which You Can Only Take an Item-• Who can take the credit,
ized Deduction, later, under Foreign Taxes for

• What foreign taxes qualify for the credit, Which You Cannot Take a Credit.Choosing To Take
• How to figure the credit, and Credit or Deduction Foreign taxes that are not income taxes.
• How to carry over unused foreign taxes to Generally, only foreign income taxes qualify for

other tax years. You can choose each tax year to take the the foreign tax credit. Other taxes, such as for-
amount of any qualified foreign taxes paid or eign real and personal property taxes, do not

Unless you choose not to be subject to the accrued during the year as a foreign tax credit or qualify. But you may be able to deduct these
foreign tax credit limit, you claim the credit by as an itemized deduction. You can change your other taxes even if you claim the foreign tax

choice for each year’s taxes.filing Form 1116 with your U.S. income tax re- credit for foreign income taxes.
turn. Two examples with filled-in Forms 1116  You generally can deduct these other taxesTo choose the foreign tax credit, you gener-
are provided at the end of this publication. only if they are expenses incurred in a trade orally must complete Form 1116 and attach it to

business or in the production of income. How-your U.S. tax return. However, you may qualify
ever, you can deduct foreign real property taxesfor the exception that allows you to claim theComments and suggestions. We welcome
that are not trade or business expenses as anforeign tax credit without using Form 1116. Seeyour comments about this publication and your
itemized deduction on Schedule A (Form 1040).How To Figure the Credit, later. To choose tosuggestions for future editions.

claim the taxes as an itemized deduction, use
You can write to us at the following address: Schedule A (Form 1040), Itemized Deductions. Carrybacks and carryovers. There is a limit

on the credit you can claim in a tax year. If yourFigure your tax both ways—claiming
qualified foreign taxes exceed the credit limit,Internal Revenue Service the credit and claiming the deduction.
you may be able to carry over or carry back theIndividual Forms and Publications Branch Then fill out your return the way that

TIP

excess to another tax year. If you deduct quali-SE:W:CAR:MP:T:I benefits you most. See Why Choose the Credit,
fied foreign taxes in a tax year, you cannot use alater.1111 Constitution Ave. NW, IR-6526
carryback or carryover in that year. That is be-Washington, DC 20224
cause you cannot take both a deduction and a

Choice Applies to All credit for qualified foreign taxes in the same tax
year.Qualified Foreign TaxesWe respond to many letters by telephone.

For more information on the limit, see HowTherefore, it would be helpful if you would in- As a general rule, you must choose to take To Figure the Credit, later. For more informationclude your daytime phone number, including the either a credit or a deduction for all qualified on carrybacks and carryovers, see Carrybackarea code, in your correspondence. foreign taxes. and Carryover, later.
You can email us at *taxforms@irs.gov. (The If you choose to take a credit for qualified

asterisk must be included in the address.) foreign taxes, you must take the credit for all of Making or Changing
Please put “Publications Comment” on the sub- them. You cannot deduct any of them. Con- Your Choiceject line. Although we cannot respond individu- versely, if you choose to deduct qualified foreign

taxes, you must deduct all of them. You cannotally to each email, we do appreciate your You can make or change your choice to claim a
take a credit for any of them.feedback and will consider your comments as deduction or credit at any time during the period

we revise our tax products. See What Foreign Taxes Qualify for the within 10 years from the regular due date for
Credit, later, for the meaning of qualified foreign filing the return for the tax year for which youOrdering forms and publications. Visit
taxes. make the claim. You make or change yourwww.irs.gov/formspubs to download forms and

choice on your tax return (or on an amendedThere are exceptions to this general rule,publications, call 1-800-829-3676, or write to the
return) for the year your choice is to be effective.which are described next.address below and receive a response within 10

days after your request is received. Example. You paid foreign taxes for the last
Exceptions for foreign taxes not allowed as a

13 years and chose to deduct them on your U.S.
credit. Even if you claim a credit for other

income tax returns. You were timely in both filingNational Distribution Center foreign taxes, you can deduct any foreign tax
your returns and paying your U.S. tax liability. In1201 N. Mitsubishi Motorway that is not allowed as a credit if:
February 2008, you file an amended return forBloomington, IL 61705–6613

• You paid the tax to a country for which a tax year 1997 choosing to take a credit for your
credit is not allowed because it provides 1997 foreign taxes because you now realize that

Tax questions. If you have a tax question, support for acts of international terrorism, the credit is more advantageous than the deduc-
check the information available on www.irs.gov or because the United States does not tion for that year. Because the regular due date
or call 1-800-829-1040. We cannot answer tax have diplomatic relations with it or recog- of your 1997 return was April 15, 1998, this
questions sent to either of the above addresses. nize its government, choice is timely (within 10 years).
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Because there is a limit on the credit for your sources. None of the dividends are qualified to adjust the credit, as discussed later under
1997 foreign tax, you have unused 1997 foreign Foreign Tax Redetermination.dividends. You file a joint return and can claim
taxes. Ordinarily, you first carry back unused two $3,500 exemptions. You had to pay $2,000 You may have to post a bond. If you claim
foreign taxes arising in 1997 to, and claim them in foreign income taxes on the dividend income. a credit for taxes accrued but not paid, you may
as a credit in, the 2 preceding tax years. If you If you take the foreign taxes as an itemized have to post an income tax bond to guarantee
are unable to claim all of them in those 2 years, deduction, your total itemized deductions are your payment of any tax due in the event the
you carry them forward to the 5 years following $15,000. Your taxable income then is $58,000 amount of foreign tax paid differs from the
the year in which they arose. and your tax is $7,901. amount claimed.

Because you originally chose to deduct your If you take the credit instead, your itemized The IRS can request this bond at any time
foreign taxes and the 10-year period for chang- deductions are only $13,000. Your taxable in- without regard to the Time Limit on Tax Assess-
ing the choice for 1995 and 1996 has passed, come then is $60,000 and your tax before the ment, discussed later under Carryback and Car-
you cannot carry the unused 1997 foreign taxes credit is $8,201. After the credit, however, your ryover. 
back to tax years 1995 and 1996. tax is only $6,201. Therefore, your tax is $1,700

Because the 10-year periods have not lower ($7,901 − $6,201) by taking the credit. Cash method of accounting. If you use the
passed for your 1998 through 2002 income tax cash method of accounting, you can choose to
returns, you can still choose to carry forward any Example 2. In 2008, you receive investment take the credit either in the year you pay the tax
unused 1997 foreign taxes. However, you must income of $5,000 from a foreign country, which or in the year you accrue it. You are using the
reduce the unused 1997 foreign taxes that you imposes a tax of $3,500 on that income. You cash method of accounting if you report income
carry forward by the amount that would have report on your U.S. return this income as well as in the year you actually or constructively receive
been allowed as a carryback if you had timely $56,000 of income from U.S. sources. You are it, and deduct expenses in the year you pay
carried back the foreign tax to tax years 1995 single, entitled to one $3,500 exemption, and them.
and 1996. have other itemized deductions of $7,100. If you

deduct the foreign tax on your U.S. return, your Choosing to take credit in the year taxesYou cannot take a credit or a deduction
taxable income is $46,900 ($5,000 + $56,000 − accrue. Even if you use the cash method offor foreign taxes paid on income you

accounting, you can choose to take a credit for$3,500 − $7,100 − $3,500) and your tax isexclude under the foreign earned in-CAUTION
!

foreign taxes in the year they accrue. You make$8,075.come exclusion or the foreign housing exclu-
the choice by checking the box in Part II of FormIf you take the credit instead, your taxablesion. See Foreign Earned Income and Housing
1116. Once you make that choice, you mustincome is $50,500 ($5,000 + $56,000 − $3,500 −Exclusions under Foreign Taxes for Which You
follow it in all later years and take a credit for$7,100) and your tax before the credit is $8,950.Cannot Take a Credit, later.
foreign taxes in the year they accrue.You can take a credit of only $734 because of

In addition, the choice to take the credit whenlimits discussed later. Your tax after the credit is
foreign taxes accrue applies to all foreign taxes$8,216 ($8,950 − $734), which is $141 ($8,216 −
qualifying for the credit. You cannot take a credit$8,075) more than if you deduct the foreign tax.Why Choose the for some foreign taxes when paid and take aIf you choose the credit, you will have un-
credit for others when accrued.used foreign taxes of $2,766 ($3,500 − $734).Credit? If you make the choice to take the creditWhen deciding whether to take the credit or the
when foreign taxes accrue and pay them in adeduction this year, you will need to considerThe foreign tax credit is intended to relieve you later year, you cannot claim a deduction for anywhether you can benefit from a carryback orof the double tax burden when your foreign part of the previously accrued taxes.carryover of that unused foreign tax.source income is taxed by both the United

Credit based on taxes paid in earlier year.States and the foreign country. Generally, if the
If, in earlier years, you took the credit based onCredit for Taxesforeign tax rate is higher than the U.S. rate, there
taxes paid, and this year you choose to take thewill be no U.S. tax on the foreign income. If the Paid or Accrued
credit based on taxes accrued, you may be ableforeign tax rate is lower than the U.S. rate, U.S.
to take the credit this year for taxes from moretax on the foreign income will be limited to the You can claim the credit for a qualified foreign
than one year.difference between the rates. The foreign tax tax in the tax year in which you pay it or accrue it,

credit can only reduce U.S. taxes on foreign depending on your method of accounting. “Tax
Example. Last year you took the creditsource income; it cannot reduce U.S. taxes on year” refers to the tax year for which your U.S.

based on taxes paid. This year you chose toU.S. source income. return is filed, not the tax year for which your
take the credit based on taxes accrued. DuringAlthough no one rule covers all situations, it foreign return is filed.
the year you paid foreign income taxes owed foris generally better to take a credit for qualified
last year. You also accrued foreign incomeforeign taxes than to deduct them as an itemized Accrual method of accounting. If you use an
taxes for this year that you did not pay by the enddeduction. This is because: accrual method of accounting, you can claim the
of the year. You can base the credit on yourcredit only in the year in which you accrue the• A credit reduces your actual U.S. income return for this year on both last year’s taxes thattax. You are using an accrual method of ac-tax on a dollar-for-dollar basis, while a de- you paid and this year’s taxes that you accrued.counting if you report income when you earn it,duction reduces only your income subject

rather than when you receive it, and you deductto tax, Foreign Currency and your expenses when you incur them, rather than
• You can choose to take the foreign tax when you pay them. Exchange Rates

credit even if you do not itemize your de- Foreign taxes generally accrue when all the
ductions. You then are allowed the stan- U.S. income tax is imposed on income ex-events have taken place that fix the amount of
dard deduction in addition to the credit, pressed in U.S. dollars, while the foreign tax isthe tax and your liability to pay it.
and imposed on income expressed in foreign cur-

Contesting your foreign tax liability. If rency. Therefore, fluctuations in the value of the• If you choose to take the foreign tax credit, you are contesting your foreign tax liability, you foreign currency relative to the U.S. dollar willand the taxes paid or accrued exceed the cannot accrue it and take a credit until the affect the foreign tax credit.credit limit for the tax year, you may be amount of foreign tax due is finally determined.
able to carry over or carry back the excess However, if you choose to pay the tax liability Translating foreign currency into U.S. dol-
to another tax year. (See Limit on the you are contesting, you can take a credit for the lars. If you receive all or part of your income or
Credit under How To Figure the Credit, amount you pay before a final determination of pay some or all of your expenses in foreign
later.) foreign tax liability is made. Once your liability is currency, you must translate the foreign cur-

determined, the foreign tax credit is allowable for rency into U.S. dollars. How you do this depends
the year to which the foreign tax relates. If theExample 1. For 2008, you and your spouse on your functional currency. Your functional cur-
amount of foreign taxes taken as a credit differshave adjusted gross income of $80,000, includ- rency generally is the U.S. dollar unless you are
from the final foreign tax liability, you may haveing $20,000 of dividend income from foreign required to use the currency of a foreign country.

Publication 514 (2008) Page 3
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You must make all federal income tax deter- applies to taxes paid or accrued in tax between the date of accrual and the date of
minations in your functional currency. The U.S. years beginning after November 6, 2007.) payment.
dollar is the functional currency for all taxpayers  However, no redetermination is requiredFor all other foreign taxes, you should useexcept some qualified business units. A quali- if the change in foreign tax liability for eachthe exchange rate in effect on the date you paidfied business unit is a separate and clearly iden- foreign country is less than the smaller of:them.tified unit of a trade or business that maintains

a. $10,000, orseparate books and records. Unless you are
Election to use exchange rate on date paid.self-employed, your functional currency is the b. 2% of the total dollar amount of the for-If you have accrued foreign taxes that you areU.S. dollar.

eign tax initially accrued for that foreignotherwise required to convert using the averageEven if you are self-employed and have a country for the U.S. tax year.exchange rate, you may elect to use the ex-qualified business unit, your functional currency
change rate in effect on the date the foreign In this case, you must adjust your U.S. taxis the U.S. dollar if any of the following apply.
taxes are paid if the taxes are denominated in a in the tax year in which the accrued foreign• You conduct the business primarily in dol- foreign currency. If any of the accrued taxes are taxes are paid.

lars. unpaid, you must translate them into U.S. dol-
lars using the exchange rate on the last day of• The principal place of business is located
the U.S. tax year to which those taxes relate.in the United States. Notice to the Internal RevenueYou may make the election for all nonfunctional

• You choose to or are required to use the Service (IRS) of Redeterminationcurrency foreign income taxes or only those
dollar as your functional currency. nonfunctional currency foreign income taxes

The notification requirements discussed herethat are attributable to qualified business units• The business books and records are not apply to foreign tax redeterminations occurringwith a U.S. dollar functional currency. Oncekept in the currency of the economic envi- in:made, the election applies to the tax year forronment in which a significant part of the
which made and all subsequent tax years unlessbusiness activities is conducted. 1. 2008 and later tax years.
revoked with the consent of the IRS. The elec-

2. 2005, 2006, and 2007 if:tion is available for tax years beginning afterIf your functional currency is the U.S. dollar,
2004. It must be made by the due date (includingyou must immediately translate into dollars all a. The redetermination reduced theextensions) for filing the tax return for the first taxitems of income, expense, etc., that you receive, amount of foreign taxes you paid or ac-year to which the election applies. Make thepay, or accrue in a foreign currency and that will crued for any tax year, andelection by attaching a statement to the applica-affect computation of your income tax. If there is
ble tax return. The statement must identify b. As of November 7, 2007, you had notmore than one exchange rate, use the one that
whether the election is made for all foreign taxes notified the IRS of the redetermination.most properly reflects your income. You can
or only for foreign taxes attributable to qualifiedgenerally get exchange rates from banks and
business units with a U.S. dollar functional cur- If you are required to notify the IRS about aU.S. Embassies.
rency. redetermination of your U.S. tax liability for eachIf your functional currency is not the U.S.

tax year affected by the redetermination, youdollar, make all income tax determinations in
generally must file Form 1040X, Amended U.S.Foreign Tax Redeterminationyour functional currency. At the end of the year,
Individual Income Tax Return, with a revisedtranslate the results, such as income or loss, into

A foreign tax redetermination is any change in Form 1116 and a statement that contains infor-U.S. dollars to report on your income tax return.
your foreign tax liability that may affect your U.S. mation sufficient for the IRS to redetermine your

For more information, write to: foreign tax credit claimed. U.S. tax liability for the year or years affected.
See Contents of statement later.The time of the credit remains the year to

which the foreign taxes paid or accrued relate, You are not required to attach Form 1116 forInternal Revenue Service
even if the change in foreign tax liability occurs a tax year affected by a redetermination if:International Section
in a later year.P.O. Box 920 1. The amount of your creditable taxes paidIf a foreign tax redetermination occurs, aBensalem, PA 19020-8518. or accrued during the tax year is not moreredetermination of your U.S. tax liability is re-

than $300 ($600 if married filing a jointquired if any of the following conditions apply.Rate of exchange for foreign taxes paid. return) as a result of the foreign tax rede-
Use the rate of exchange in effect on the date 1. The accrued taxes when paid differ from termination, and
you paid the foreign taxes to the foreign country the amounts claimed as a credit.

2. You meet the requirements listed underunless you meet the exception discussed next. If
2. The accrued taxes you claimed as a credit Exemption from foreign tax credit limityour tax was withheld in foreign currency, you

in one tax year are not paid within 2 years under How To Figure the Credit, later.use the rate of exchange in effect for the date on
after the end of that tax year.which the tax was withheld. If you make foreign There are other exceptions to this require-

estimated tax payments, you use the rate of If this applies to you, you must reduce the ment. They are discussed later under Due date
exchange in effect for the date on which you credit previously claimed by the amount of of notification to IRS.
made the estimated tax payment. the unpaid taxes. You will not be allowed a

credit for the unpaid taxes until you payException. If you claim the credit for foreign Contents of statement. The statement must
them. When you pay the accrued taxes, youtaxes on an accrual basis, you must generally include all of the following.
must translate them into U.S. dollars usinguse the average exchange rate for the tax year • Your name, address, and taxpayer identifi-the exchange rate as of the date they wereto which the taxes relate. This rule applies to

cation number.paid. The foreign tax credit is allowed for theaccrued taxes relating to tax years beginning
year to which the foreign tax relates. Seeafter 1997 and only under the following condi- • The tax year or years that are affected by
Rate of exchange for foreign taxes paid,tions. the foreign tax redetermination.
earlier, under Foreign Currency and Ex-

• The date or dates the foreign taxes werechange Rates. 1. The foreign taxes are paid on or after the
accrued, if applicable.first day of the tax year to which they re- 3. The foreign taxes you paid are refunded in

late. • The date or dates the foreign taxes werewhole or in part.
paid.2. The foreign taxes are paid not later than 2 4. For taxes taken into account when accrued

years after the close of the tax year to • The amount of foreign taxes paid or ac-but translated into dollars on the date of
which they relate. crued on each date (in foreign currency)payment, the dollar value of the accrued tax

and the exchange rate used to translatediffers from the dollar value of the tax paid3. The foreign tax liability is not denominated
each amount.because of fluctuations in the exchange ratein an inflationary currency. (This condition

Page 4 Publication 514 (2008)
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• Information sufficient to determine any in- file the statement by the due date (with exten- Making or Changing Your Choice discussed
sions) of that return. The statement must show earlier under Choosing To Take Credit or De-terest due from or owing to you, including
the amount of the unused foreign taxes paid or duction.the amount of any interest paid to you by
accrued and a detailed schedule showing thethe foreign government and the dates re-
computation of the carryback or carryover (in-ceived.
cluding the amounts carried back or over to the
year for which a redetermination on U.S. taxIn the case of any foreign taxes that were not Who Can Take the
liability is required).paid before the date two years after the close of

the tax year to which those taxes relate, you Credit?
Failure-to-notify penalty. If you fail to notifymust provide the amount of those taxes in for-
the IRS of a foreign tax redetermination and U.S. citizens, resident aliens, and nonresidenteign currency and the exchange rate that was
cannot show reasonable cause for the failure, aliens who paid foreign income tax and are sub-used to translate that amount when originally
you may have to pay a penalty. ject to U.S. tax on foreign source income may beclaimed as a credit.

For each month, or part of a month, that the able to take a foreign tax credit.If any foreign tax was refunded in whole or in
failure continues, you pay a penalty of 5% of thepart, you must provide the date and amount (in
tax due resulting from a redetermination of yourforeign currency) of each refund, the exchange U.S. Citizens
U.S. tax. This penalty cannot be more than 25%rate that was used to translate each amount
of the tax due. If you are a U.S. citizen, you are taxed by thewhen originally claimed as a credit, and the

United States on your worldwide income wher-exchange rate for the date the refund was re- Foreign tax refund. If you receive a foreign ever you live. You are normally entitled to take aceived (for purposes of computing foreign cur- tax refund without interest from the foreign gov- credit for foreign taxes you pay or accrue.rency gain or loss under Internal Revenue Code ernment, you will not have to pay interest on the
section 988). amount of tax due resulting from the adjustment Resident Aliensto your U.S. tax for the time before the date ofDue date of notification to IRS. If you pay

the refund.
less foreign tax than you originally claimed a If you are a resident alien of the United States,

However, if you receive a foreign tax refund
you can take a credit for foreign taxes subject tocredit for, you must file a notification by the due with interest, you must pay interest to the IRS up
the same general rules as U.S. citizens. If youdate (with extensions) of your original return for to the amount of the interest paid to you by the
are a bona fide resident of Puerto Rico for theyour tax year in which the foreign tax redetermi- foreign government. The interest you must pay
entire tax year, you also come under the samenation occurred. There is no limit on the time the cannot be more than the interest you would have
rules.IRS has to redetermine and assess the correct had to pay on taxes that were unpaid for any

Usually, you can take a credit only for thoseU.S. tax due. If you pay more foreign tax than other reason for the same period. Interest also is
foreign taxes imposed on income you actually oryou originally claimed a credit for, you have 10 owed from the time you receive a refund until
constructively received while you had residentyears to file a claim for refund of U.S. taxes. See you pay the additional tax due.
alien status.Time Limit on Refund Claims, later.

Foreign tax imposed on foreign refund. If For information on alien status, see Publica-Exceptions to this due date are explained in
your foreign tax refund is taxed by the foreign tion 519.the next three paragraphs.
country, you cannot take a separate credit or

Redeterminations occurring in 2005, 2006, deduction for this additional foreign tax. How- Nonresident Aliensand 2007. If the redetermination occurred in ever, when you refigure the foreign tax credit
2005, 2006, or 2007, you must file the notifica- taken for the original foreign tax, reduce the If you are a nonresident alien, you generally
tion by the due date (including extensions) of amount of the refund by the foreign tax paid on cannot take the credit. However, you may be
your 2009 Form 1040 or Form 1040NR. the refund. able to take the credit if:

Multiple redeterminations of U.S. tax liabil- • You were a bona fide resident of PuertoExample. You paid a foreign income tax ofity for same tax year. Where more than one Rico during your entire tax year, or$3,000 in 2006, and received a foreign tax re-foreign tax redetermination requires a redeter-
fund of $500 in 2008 on which a foreign tax of • You pay or accrue tax to a foreign countrymination of U.S. tax liability for the same tax year
$100 was imposed. When you refigure your or U.S. possession on income from foreignand those redeterminations occur in the same
credit for 2006, you must reduce the $3,000 you sources that is effectively connected withtax year or within two consecutive tax years, you
paid by $400. a trade or business in the United States.can file for that tax year one notification (Form

But if you must pay tax to a foreign coun-1040X with a Form 1116 and the required state-
try or U.S. possession on income fromment) that reflects all those tax redetermina-

Time Limit on Refund Claims U.S. sources only because you are a citi-tions. If you choose to file one notification, the
zen or a resident of that country or U.S.due date for that notification is the due date of You have 10 years to file a claim for refund of possession, do not use that tax in figuringthe original return (with extensions) for the year U.S. tax if you find that you paid or accrued a the amount of your credit.in which the first foreign tax redetermination that larger foreign tax than you claimed a credit for.

reduced your foreign tax liability occurred. How- For information on alien status and effectivelyThe 10-year period begins the day after the
ever, foreign tax redeterminations with respect connected income, see Publication 519.regular due date for filing the return for the year
to the tax year for which a redetermination of in which the taxes were actually paid or accrued.
U.S. tax liability is required may occur after the You have 10 years to file your claim regard-
due date for providing that notification. In this less of whether you claim the credit for taxes
situation, you may have to file more than one paid or taxes accrued. The 10-year period ap- What Foreign Taxes
Form 1040X for that tax year. plies to claims for refund or credit based on:

Qualify for the Credit?Additional U.S. tax due eliminated by for-
1. Fixing math errors in figuring qualified for-eign tax credit carryback or carryover. If a

eign taxes, Generally, the following four tests must be metforeign tax redetermination requires a redeter-
for any foreign tax to qualify for the credit. mination of U.S. tax liability that would otherwise 2. Reporting qualified foreign taxes not origi-

result in an additional amount of U.S. tax due, nally reported on the return, or
1. The tax must be imposed on you.but the additional tax is eliminated by a car-

3. Any other change in the size of the creditryback or carryover of an unused foreign tax, 2. You must have paid or accrued the tax.
(including one caused by correcting theyou do not have to amend your tax return for the
foreign tax credit limit). 3. The tax must be the legal and actual for-year affected by the redetermination. Instead,

eign tax liability.you can notify the IRS by attaching a statement The special 10-year period also applies to
to the original return for the tax year in which the making or changing your choice of whether to 4. The tax must be an income tax (or a tax in
foreign tax redetermination occurred. You must claim a deduction or credit for foreign taxes. See lieu of an income tax).
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Certain foreign taxes do not qualify for the foreign taxes paid. If you do not receive this Example. You are a shareholder of a
the credit even if the four tests are met. information, you will need to contact the fund. French corporation. You receive a $100 refund
See Foreign Taxes for Which You Can- of the tax paid to France by the corporation onCAUTION

!
Controlled foreign corporation shareholder.not Take a Credit, later. the earnings distributed to you as a dividend.
If you are a shareholder of a controlled foreign

The French government imposes a 15% with-
corporation and choose to be taxed at corporate

holding tax ($15) on the refund you received.Tax Must Be Imposed on You rates on the amount you must include in gross
You receive a check for $85. You include $100income from that corporation, you can claim the
in your income. The $15 of tax withheld is aYou can claim a credit only for foreign taxes that credit based on your share of foreign taxes paid
qualified foreign tax.are imposed on you by a foreign country or U.S. or accrued by the controlled foreign corporation.

possession. For example, a tax that is deducted If you make this election, you must claim the
from your wages is considered to be imposed on Tax Must Be an Income Taxcredit by filing Form 1118, Foreign Tax Credit—
you. You cannot shift the right to claim the credit Corporations. (or Tax in Lieu of Income
by contract or other means. Tax)Controlled foreign corporation. A con-

trolled foreign corporation is a foreign corpora-Foreign country. A foreign country includes
Generally, only income, war profits, and excesstion in which U.S. shareholders own more thanany foreign state and its political subdivisions.
profits taxes (income taxes) qualify for the for-50% of the voting power or value of the stock.Income, war profits, and excess profits taxes
eign tax credit. Foreign taxes on wages, divi-You are considered a U.S. shareholder if youpaid or accrued to a foreign city or province
dends, interest, and royalties generally qualifyown, directly or indirectly, 10% or more of thequalify for the foreign tax credit.
for the credit. Furthermore, foreign taxes on in-total voting power of all classes of the foreign
come can qualify even though they are not im-U.S. possessions. For foreign tax credit pur- corporation’s stock. See Internal Revenue Code
posed under an income tax law if the tax is in lieuposes, all qualified taxes paid to U.S. posses- sections 951(b) and 958(b) for more information.
of an income, war profits, or excess profits tax.sions are considered foreign taxes. For this

purpose, U.S. possessions include Puerto Rico See Taxes in Lieu of Income Taxes, later.Tax Must Be the Legal and
and American Samoa.

Actual Foreign Tax LiabilityWhen the term “foreign country” is used in
Income Taxthis publication, it includes U.S. possessions

The amount of foreign tax that qualifies is notunless otherwise stated.
necessarily the amount of tax withheld by the Simply because the levy is called an income tax
foreign country. Only the legal and actual foreign by the foreign taxing authority does not make itYou Must Have Paid or tax liability that you paid or accrued during the an income tax for this purpose. A foreign levy is

Accrued the Tax year qualifies for the credit. an income tax only if it meets both of the follow-
ing tests.Foreign tax refund. You cannot take a foreignGenerally, you can claim the credit only if you

tax credit for income taxes paid to a foreignpaid or accrued the foreign tax to a foreign 1. It is a tax; that is, you have to pay it and
country if it is reasonably certain the amountcountry or U.S. possession. However, the you get no specific economic benefit (dis-
would be refunded, credited, rebated, abated, orparagraphs that follow describe some instances cussed below) from paying it.
forgiven if you made a claim.in which you can claim the credit even if you did

2. The predominant character of the tax isFor example, the United States has tax trea-not directly pay or accrue the tax yourself.
that of an income tax in the U.S. sense.ties with many countries allowing U.S. citizens

Joint return. If you file a joint return, you can and residents reductions in the rates of tax of A foreign levy may meet these requirements
claim the credit based on the total foreign in- those foreign countries. However, some treaty even if the foreign tax law differs from U.S. tax
come taxes paid or accrued by you and your countries require U.S. citizens and residents to law. The foreign law may include in income
spouse. pay the tax figured without regard to the lower items that U.S. law does not include, or it may

treaty rates and then claim a refund for the allow certain exclusions or deductions that U.S.Partner or S corporation shareholder. If you amount by which the tax actually paid is more law does not allow.are a member of a partnership, or a shareholder than the amount of tax figured using the lower
in an S corporation, you can claim the credit treaty rate. The qualified foreign tax is the Specific economic benefit. Generally, youbased on your proportionate share of the foreign amount figured using the lower treaty rate and get a specific economic benefit if you receive, orincome taxes paid or accrued by the partnership not the amount actually paid, because the ex- are considered to receive, an economic benefitor the S corporation. These amounts will be cess tax is refundable. from the foreign country imposing the levy, and: shown on the Schedule K-1 you receive from the

Subsidy received. Tax payments a foreignpartnership or S corporation. However, if you 1. If there is a generally imposed income tax,
country returns to you in the form of a subsidy doare a shareholder in an S corporation that in turn the economic benefit is not available on
not qualify for the foreign tax credit. This ruleowns stock in a foreign corporation, you cannot substantially the same terms to all persons
applies even if the subsidy is given to a personclaim a credit for your share of foreign taxes paid subject to the income tax, or
related to you, or persons who participated withby the foreign corporation. 

2. If there is no generally imposed incomeyou in a transaction or a related transaction. A
Beneficiary. If you are a beneficiary of an es- tax, the economic benefit is not availablesubsidy can be provided by any means but must
tate or trust, you may be able to claim the credit on substantially the same terms to thebe determined, directly or indirectly, in relation to
based on your proportionate share of foreign population of the foreign country in gen-the amount of tax, or to the base used to figure
income taxes paid or accrued by the estate or eral.the tax.
trust. This amount will be shown on the Sched- The term “subsidy” includes any type of ben- You are considered to receive a specific eco-ule K-1 you receive from the estate or trust. efit. Some ways of providing a subsidy are re- nomic benefit if you have a business transactionHowever, you must show that the tax was im- funds, credits, deductions, payments, or with a person who receives a specific economicposed on income of the estate and not on in- discharges of obligations. benefit from the foreign country and, under thecome received by the decedent.

terms and conditions of the transaction, youShareholder receiving refund for corporate
receive directly or indirectly all or part of theMutual fund shareholder. If you are a share- tax in integrated system. Under some for-
benefit.holder of a mutual fund or other regulated invest- eign tax laws and treaties, a shareholder is con-

ment company (RIC), you may be able to claim sidered to have paid part of the tax that is However, see the exception discussed later
the credit based on your share of foreign income imposed on the corporation. You may be able to under Pension, unemployment, and disability
taxes paid by the fund if it chooses to pass the claim a refund of these taxes from the foreign fund payments.
credit on to its shareholders. You should receive government. You must include the refund (in- Economic benefits. Economic benefits in-
from the mutual fund or other RIC a Form cluding any amount withheld) in your income in

clude the following.
1099-DIV, or similar statement, showing your the year received. Any tax withheld from the

• Goods.share of the foreign income, and your share of refund is a qualified foreign tax.
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• Services. • It is not payment for a specific economic Wages partly excluded. If only part of your
benefit as discussed earlier, and wages is excluded, you cannot take a credit for• Fees or other payments.

the foreign income taxes allocable to the ex-• The tax is imposed in place of, and not in• Rights to use, acquire, or extract re- cluded part. You find the amount allocable toaddition to, an income tax otherwise gen-sources, patents, or other property the for- your excluded wages by multiplying the foreignerally imposed.eign country owns or controls. tax paid or accrued on foreign earned income
received or accrued during the tax year by a• Discharges of contractual obligations. A tax in lieu of an income tax does not have to
fraction.be based on realized net income. A foreign tax.

imposed on gross income, gross receipts or The numerator of the fraction is your foreign
Generally, the right or privilege merely to en- sales, or the number of units produced or ex- earned income and housing amounts excluded

gage in business is not an economic benefit. ported can qualify for the credit. under the foreign earned income and housing
Dual-capacity taxpayers. If you are sub- exclusions for the tax year minus otherwise de-A soak-up tax (discussed earlier) generally

ject to a foreign country’s levy and you also does not qualify as a tax in lieu of an income tax. ductible expenses definitely related and prop-
receive a specific economic benefit from that However, if the foreign country imposes a erly apportioned to that income. Deductible
foreign country, you are a “dual-capacity tax- soak-up tax in lieu of an income tax, the amount expenses do not include the foreign housing
payer.” As a dual-capacity taxpayer, you cannot that does not qualify for foreign tax credit is the deduction.
claim a credit for any part of the foreign levy, lesser of the following amounts. The denominator is your total foreign earnedunless you establish that the amount paid under

income received or accrued during the tax year• The soak-up tax.a distinct element of the foreign levy is a tax,
minus all deductible expenses allocable to thatrather than a compulsory payment for a direct or • The foreign tax you paid that is more than
income (including the foreign housing deduc-indirect specific economic benefit. the amount you would have paid if you
tion). If the foreign law taxes foreign earnedhad been subject to the generally imposedFor more information on how to estab-
income and some other income (for example,income tax.lish amounts paid under separate ele-
earned income from U.S. sources or a type ofments of a levy, write to:
income not subject to U.S. tax), and the taxes onInternal Revenue Service
the other income cannot be segregated, theInternational Section
denominator of the fraction is the total amount ofP.O. Box 920 Foreign Taxes for income subject to the foreign tax minus deducti-Bensalem, PA 19020-8518.
ble expenses allocable to that income.

Pension, unemployment, and disability Which You Cannot
fund payments. A foreign tax imposed on an Example. You are a U.S. citizen and a cash
individual to pay for retirement, old-age, death, Take a Credit basis taxpayer, employed by Company X and
survivor, unemployment, illness, or disability living in Country A. Your records show the fol-
benefits, or for similar purposes, is not payment This part discusses the foreign taxes for which lowing:
for a specific economic benefit if the amount of you cannot take a credit. These are:
the tax does not depend on the age, life expec- Foreign earned income received . . . $120,000• Taxes on excluded income,tancy, or similar characteristics of that individual.

Unreimbursed business travelNo deduction or credit is allowed, however, • Taxes for which you can only take an
expenses . . . . . . . . . . . . . . . . . .  20,000for social security taxes paid or accrued to a itemized deduction,

foreign country with which the United States has Income tax paid to Country A . . . . .  30,000• Taxes on foreign oil related income,a social security agreement. For more informa-
Exclusion of foreign earned tion about these agreements, see Publication • Taxes on foreign mineral income,
income and housing allowance . . . . 87,60054. • Taxes from international boycott opera-

tions, Because you can exclude part of yourSoak-up taxes. A foreign tax is not predomi-
wages, you cannot claim a credit for part of thenantly an income tax and does not qualify for • Taxes on foreign oil and gas extraction
foreign taxes. To find that part, do the following.credit to the extent it is a soak-up tax. A tax is a income, and

First, find the amount of business expensessoak-up tax to the extent that liability for it de- • Taxes of U.S. persons controlling foreign allocable to excluded wages and therefore notpends on the availability of a credit for it against
corporations and partnerships. deductible. To do this, multiply the otherwiseincome tax imposed by another country. This

deductible expenses by a fraction. That fractionrule applies only if and to the extent that the
is the excluded wages over your foreign earnedforeign tax would not be imposed if the credit Taxes on Excluded Income
income.were not available.

You cannot take a credit for foreign taxes paid or
$87,600Penalties and interest. Amounts paid to a accrued on income excluded from U.S. gross $20,000 × = $14,600$120,000foreign government to satisfy a liability for inter- income.

est, fines, penalties, or any similar obligation are
Next, find the numerator of the fraction bynot taxes and do not qualify for the credit.

which you will multiply the foreign taxes paid. ToForeign Earned Income and
do this, subtract business expenses allocable toTaxes not based on income. Foreign taxes Housing Exclusions
excluded wages ($14,600) from excludedbased on gross receipts or the number of units
wages ($87,600). The result is $73,000.You must reduce your foreign taxes available forproduced, rather than on realized net income,

Then, find the denominator of the fraction bythe credit by the amount of those taxes paid ordo not qualify unless they are imposed in lieu of
subtracting all your deductible expenses from allaccrued on income that is excluded from U.S.an income tax, as discussed next. Taxes based
your foreign earned income ($120,000 −income under the foreign earned income exclu-on assets, such as property taxes, do not qualify
$20,000 = $100,000).for the credit. sion or the foreign housing exclusion. See Publi-

Finally, multiply the foreign tax you paid bycation 54 for more information on the foreign
the resulting fraction.earned income and housing exclusions.

Taxes in Lieu of Income Taxes
$73,000 $30,000 × = $21,900$100,000Wages completely excluded. If your wagesA tax paid or accrued to a foreign country quali-

are completely excluded, you cannot take afies for the credit if it is imposed in lieu of an
The amount of Country A tax you cannot take acredit for any of the foreign taxes paid or ac-income tax otherwise generally imposed. A for-

crued on these wages.eign levy is a tax in lieu of an income tax only if: credit for is $21,900.
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Taxes on Income From Puerto Rico Table 1.Countries Removed From the Sanction List or Granted
Presidential WaiverExempt From U.S. Tax

If you have income from Puerto Rican sources Sanction Period
that is not taxable, you must reduce your foreign

Country Starting Date Ending Datetaxes paid or accrued by the taxes allocable to
the exempt income. For information on figuring Iraq February 1, 1991 June 27, 2004
the reduction, see Publication 570.

Libya January 1,1987 December 9, 2004*

*Presidential waiver granted for qualified income taxes arising after December 9, 2004.
Possession Exclusion

If you are a bona fide resident of American
listed above if the original source of the income for that period, you can allocate amounts to thatSamoa and exclude income from sources in
is from one of the listed countries. period based on the number of days in the pe-American Samoa, you cannot take a credit for

riod that fall in your tax year. Multiply the incomethe taxes you pay or accrue on the excluded Waiver of denial of the credit. A waiver can
or taxes for the year by the following fraction toincome. For more information on this exclusion, be granted to a sanctioned country if the Presi-
determine the amounts allocable to that period. see Publication 570. dent of the United States determines that grant-

ing the waiver is in the national interest of the  Number of nonsanctioned days in year 
United States and will expand trade and invest- Number of days in yearExtraterritorial Income Exclusion ment opportunities for U.S. companies in the
sanctioned country. The President must report Example. You are a calendar year filer andYou cannot take a credit for taxes you pay on to Congress his intentions to grant the waiver received $20,000 of income from Country X inqualifying foreign trade income excluded on and his reasons for granting the waiver not less 2008 on which you paid tax of $4,500. SanctionsForm 8873, Extraterritorial Income Exclusion. than 30 days before the date on which the against Country X ended on July 11, 2008. YouHowever, see Internal Revenue Code section waiver is granted. are unable to determine how much of the in-943(d) for an exception for certain withholding

come or tax is for the nonsanctioned period.taxes. Note. Effective December 10, 2004, the Because your tax year starts on January 1, and
President granted a waiver to Libya. Income the Country X sanction ended on July 11, 2008,
taxes arising on or after this date qualify for theTaxes for Which You Can 173 days of your tax year are in the nonsanc-
credit if they meet the other requirements in thisOnly Take an Itemized tioned period. You would compute the income
publication. for the nonsanctioned period as follows:Deduction
Limit on credit. In figuring the foreign tax

173You cannot claim a foreign tax credit for foreign credit limit, discussed later, income from a sanc- × $20,000 = $9,454366income taxes paid or accrued under the follow- tioned country is a separate category of foreign
ing circumstances. However, you can claim an income unless a Presidential waiver is granted.

You would figure the tax for the nonsanctioneditemized deduction for these taxes. See Choos- You must fill out a separate Form 1116 for this
period as follows:ing To Take Credit or Deduction, earlier. income. This will prevent you from claiming a

credit for foreign taxes paid or accrued to the
173sanctioned country. × $4,500 = $2,127366Taxes Imposed By Sanctioned

Example. You lived and worked in Syria un-Countries (Section 901(j) Income) To figure your foreign tax credit, you would use
til August, when you were transferred to Italy.

$9,454 as the income from Country X andYou cannot claim a foreign tax credit for income You paid taxes to each country on the income
$2,127 as the tax.taxes paid or accrued to any country if the in- earned in that country. You cannot claim a for-

come giving rise to the tax is for a period (the eign tax credit for the foreign taxes paid on the Further information. The rules for figuring
sanction period) during which: income earned in Syria. Because the income the foreign tax credit after a country’s sanction

earned in Syria is a separate category of foreign period ends are more fully explained in Revenue• The Secretary of State has designated the
income, you must fill out a separate Form 1116 Ruling 92-62, Cumulative Bulletin 1992-2, pagecountry as one that repeatedly provides
for that income. You cannot take a credit for 193. This Cumulative Bulletin can be found insupport for acts of international terrorism,
taxes paid on the income earned in Syria, but many libraries and IRS offices.

• The United States has severed or does that income is taxable in the United States.
not conduct diplomatic relations with the

Figuring the credit when a sanction ends.country, or Taxes Imposed on CertainTable 1 lists the countries for which sanctions
Dividends• The United States does not recognize the have ended or for which a Presidential waiver

country’s government, unless that govern- has been granted. For any of these countries,
You cannot claim a foreign tax credit for with-ment is eligible to purchase defense arti- you can claim a foreign tax credit for the taxes
holding tax (defined later) on dividends paid orcles or services under the Arms Export paid or accrued to that country on the income for
accrued if either of the following applies to theControl Act. the period that begins after the end of the sanc-
dividends.tion period or the date the Presidential waiverThe following countries meet this description for

was granted. 1. The dividends are on stock you held for2008. Income taxes paid or accrued to these
less than 16 days during the 31-day periodcountries in 2008 do not qualify for the credit. Example. The sanctions against Country X that begins 15 days before the ex-dividend

ended on July 31. On August 19, you receive a• Cuba. date (defined later).
distribution from a mutual fund of Country X• Iran. 2. The dividends are for a period or periodsincome. The fund paid Country X income tax for

totaling more than 366 days on preferredyou on the distribution. Because the distribution• Libya (but see Note later).
stock you held for less than 46 days duringwas made after the sanction ended, you may• North Korea. the 91-day period that begins 45 daysinclude the foreign tax paid on the distribution to
before the ex-dividend date. If the dividend• Sudan. compute your foreign tax credit.
is not for more than 366 days, rule (1)• Syria. Amounts for the nonsanctioned period. If
applies to the preferred stock.

a sanction period ends (or a Presidential waiver
Income that is paid through one or more enti- When figuring how long you held the stock,is granted) during your tax year and you are not

ties is treated as coming from a foreign country able to determine the actual income and taxes count the day you sold it, but do not count the
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day you acquired it or any days on which you foreign country, you may be able to claim a • Syria.
were protected from risk or loss. foreign tax credit for qualified taxes withheld on • United Arab Emirates.

Regardless of how long you held the stock, income or gain from that property regardless of
• Republic of Yemen.you cannot claim the credit to the extent you how long you held it or whether you have to

have an obligation under a short sale or other- make related payments on positions in similar or Iraq is not included in this list, but its status with
wise to make payments related to the dividend related property. See section 901(I)(2) of the respect to future lists remains under review byfor positions in substantially similar or related Internal Revenue Code for more information. the Department of Treasury.property.

For information concerning changes toWithholding tax. For this purpose, withhold- Taxes in Connection With the the list, write to:ing tax includes any tax determined on a gross Purchase or Sale of Oil or Gasbasis. It does not include any tax which is in the
Internal Revenue Servicenature of a prepayment of a tax imposed on a You cannot claim a foreign tax credit for taxes
International Sectionnet basis. paid or accrued to a foreign country in connec-
P.O. Box 920tion with the purchase or sale of oil or gas ex-Ex-dividend date. The ex-dividend date is the Bensalem, PA 19020-8518tracted in that country if you do not have anfirst date following the declaration of a dividend

economic interest in the oil or gas, and theon which the purchaser of a stock is not entitled
purchase price or sales price is different from theto receive the next dividend payment. Determinations of whether the boycott rule
fair market value of the oil or gas at the time of applies. You may request a determination
purchase or sale.Example 1. You bought common stock from from the Internal Revenue Service as to whether

a foreign corporation on November 3. You sold a particular operation constitutes participation in
the stock on November 19. You received a divi- Taxes on Foreign Oil Related or cooperation with an international boycott. The
dend on this stock because you owned it on the procedures for obtaining a determination fromIncome
ex-dividend date of November 5. To claim the the Service are outlined in Revenue Procedure
credit, you must have held the stock for at least You must reduce foreign taxes paid or accrued 77-9 in Cumulative Bulletin 1977-1. Cumulative16 days within the 31-day period that began on on foreign oil related income to the extent that Bulletins are available in most IRS offices andOctober 21 (15 days before the ex-dividend the tax imposed by the foreign country on such you are welcome to read them there.date). Because you held the stock for 16 days, income is considered to be materially greater
from November 4 until November 19, you are Public inspection. A determination andthan the tax imposed by that country on income
entitled to the credit. any related background file is open to publicother than foreign oil related income or foreign

inspection. However, your identity and certainoil and gas extraction income (discussed later).Example 2. The facts are the same as in other information will remain confidential.See Regulations section 1.907(b)-1. TheExample 1 except that you sold the stock on
amount of tax not allowed as a credit under thisNovember 14. You held the stock for only 11
rule is allowed as a business expense deduc- Reporting requirements. You must file a re-days. You are not entitled to the credit.
tion. port with the IRS if you or any of the following

Exception. If you are a securities dealer who persons have operations in or related to a boy-
actively conducts business in a foreign country, Taxes on Foreign Mineral cotting country or with the government, a com-
you may be able to claim a foreign tax credit for pany, or a national of a boycotting country.Income
qualified taxes paid on dividends regardless of

• A foreign corporation in which you ownhow long you held the stock or whether you were You must reduce any taxes paid or accrued to a
10% or more of the voting power of allobligated to make payments for positions in sub- foreign country or possession on mineral in-

stantially similar or related property. See section voting stock but only if you own the stockcome from that country or possession if you
901(k)(4) of the Internal Revenue Code for more of the foreign corporation directly orwere allowed a deduction for percentage deple-
information. through foreign entities.tion for any part of the mineral income.

• A partnership in which you are a partner.
Taxes From InternationalTaxes Withheld on Income or Gain • A trust you are treated as owning.
Boycott Operations(Other Than Dividends)

Form 5713 required. If you have to file a
For income or gain (other than dividends) paid or If you participate in or cooperate with an interna- report, you must use Form 5713, International
accrued on property, you cannot claim a foreign tional boycott during the tax year, your foreign Boycott Report, and attach all supporting sched-
tax credit for withholding tax (defined later): taxes resulting from boycott activities will reduce ules. See the Instructions for Form 5713 for

the total taxes available for credit. See the in-• If you have not held the property for at information on when and where to file the form.
structions for line 12 in the Form 1116 instruc-least 16 days during the 31-day period

Penalty for failure to file. If you willfully failtions to figure this reduction.that begins 15 days before the date on
to make a report, in addition to other penalties,This rule generally does not apply to employ-which the right to receive the payment
you may be fined $25,000 or imprisoned for noees with wages who are working and living inarises, or
more than one year, or both.boycotting countries, or to retirees with pensions• To the extent you have to make related who are living in these countries. 

payments on positions in substantially Taxes on Foreign Oil and 
similar or related property.

List of boycotting countries. A list of the Gas Extraction Income
When figuring how long you held the property, countries which may require participation in or
count the day you sold it, but do not count the cooperation with an international boycott is pub- You must reduce your foreign taxes by a portion
day you acquired it or any days on which you lished by the Department of the Treasury. As of of any foreign taxes imposed on foreign oil and
were protected from risk or loss. December 2008, the following countries are gas extraction income. The amount of the reduc-

listed. tion is the amount by which your foreign oil and
Withholding tax. For this purpose, withhold- gas extraction taxes exceed the amount of your• Kuwait.ing tax includes any tax determined on a gross foreign oil and gas extraction income multiplied
basis. It does not include any tax which is in the • Lebanon. by a fraction equal to your pre-credit U.S. tax
nature of a prepayment of a tax imposed on a

liability (Form 1040, line 44) divided by your• Libya.net basis.
worldwide income. You may be entitled to carry• Qatar. over to other years taxes reduced under thisException for dealers. If you are a dealer in
rule. See Internal Revenue Code section 907(f).• Saudi Arabia.property who actively conducts business in a
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Taxes of U.S. Persons Separate Limit Income
How To Figure theControlling Foreign

You must figure the limit on a separate Form
Corporations and 1116 for each of the following categories ofCredit

income.Partnerships
As already indicated, you can claim a foreign tax • Passive category income.If you had control of a foreign corporation or a credit only for foreign taxes on income, war

foreign partnership for the annual accounting • General category income.profits, or excess profits, or taxes in lieu of those
period of that corporation or partnership that taxes. In addition, there is a limit on the amount • Section 901(j) income.
ended with or within your tax year, you may have of the credit that you can claim. You figure this • Certain income re-sourced by treaty.to file an annual information return. If you do not limit and your credit on Form 1116. Your credit is
file the required information return, you may the amount of foreign tax you paid or accrued or, • Any lump sum distribution from an em-
have to reduce the foreign taxes that may be if smaller, the limit. ployer benefit plan for which the special
used for the foreign tax credit. See Penalty for averaging treatment is used to determineIf you have foreign taxes available for credit
not filing Form 5471 or Form 8865, later. your tax.but you cannot use them because of the limit,

you may be able to carry them back 1 tax year
In figuring your separate limits, you must com-and forward to the next 10 tax years. See Car-U.S. persons controlling foreign corpora-

bine the income (and losses) in each categoryryback and Carryover, later.tions. If you are a U.S. citizen or resident who
from all foreign sources, and then apply the limit.had control of a foreign corporation for an unin- Also, certain tax treaties have special rules

terrupted period of at least 30 days during the that you must consider when figuring your for-
Income from controlled foreign corpora-annual accounting period of that corporation, eign tax credit. See Tax Treaties, later.
tions. As a U.S. shareholder, certain incomeyou may have to file an annual information re-
that you receive or accrue from a controlledturn on Form 5471, Information Return of U.S. Exemption from foreign tax credit limit.
foreign corporation (CFC) is treated as separatePersons With Respect To Certain Foreign Cor- You will not be subject to this limit and will be limit income. You are considered a U.S. share-

porations. Under this rule, you generally had able to claim the credit without using Form 1116 holder in a CFC if you own 10% or more of the
control of a foreign corporation if at any time if the following requirements are met. total voting power of all classes of the corpora-
during the corporation’s tax year you owned: tion’s voting stock.• Your only foreign source gross income for

Subpart F inclusions, interest, rents, and roy-• Stock possessing more than 50% of the the tax year is passive category income.
alties from a CFC are generally treated as sepa-total combined voting power of all classes Passive category income is defined later
rate limit income if they are attributable to theunder Separate Limit Income. However,of stock entitled to vote, or
separate limit income of the CFC. A dividendfor purposes of this rule, high taxed in-• More than 50% of the total value of shares paid or accrued out of the earnings and profits ofcome and export financing interest areof all classes of stock of the foreign corpo- a CFC is treated as separate limit income in thealso passive category income.

ration. same proportion that the part of earnings and
• Your qualified foreign taxes for the tax profits attributable to income in the separate

year are not more than $300 ($600 if mar- category bears to the total earnings and profitsU.S. persons controlling foreign partner-
ried filing a joint return). of the CFC. For more information, see sectionships. If you are a U.S. citizen or resident who

904(d)(3) of the Internal Revenue Code andhad control of a foreign partnership at any time • All of your gross foreign income and the
Regulations section 1.904-5.during the partnership’s tax year, you may have foreign taxes are reported to you on a

to file an annual information return on Form payee statement (such as a Form
Partnership distributive share. In general, a8865, Return of U.S. Persons With Respect to 1099-DIV or 1099-INT).
partner’s distributive share of partnership in-Certain Foreign Partnerships. Under this rule, • You elect this procedure for the tax year. come is treated as separate limit income if it isyou generally had control of the partnership if
from the separate limit income of the partner-you owned more than 50% of the capital or If you make this election, you cannot carry ship. However, if the partner owns less than aprofits interest, or an interest to which 50% of the back or carry over any unused foreign tax to or 10% interest in the partnership, the income isdeductions or losses were allocated. from this tax year. generally treated as passive income. For more

You also may have to file Form 8865 if at any information, see Regulations section 1.904-5(h).This election exempts you only fromtime during the tax year of the partnership, you
the limit figured on Form 1116 and not

owned a 10% or greater interest in the partner- from the other requirements describedCAUTION
!

ship while the partnership was controlled by Passive Category Incomein this publication. For example, the election
U.S. persons owning at least a 10% interest. does not exempt you from the requirements Passive category income consists of passiveSee the Instructions for Form 8865 for more discussed earlier under What Foreign Taxes income and specified passive category income.information. Qualify for the Credit.

Passive income. Except as described earlier
Penalty for not filing Form 5471 or Form under Income from controlled foreign corpora-Limit on the Credit
8865. Generally, there is a dollar penalty of tions and Partnership distributive share, passive
$10,000 for each annual accounting period for Your foreign tax credit cannot be more than your income generally includes the following.
which you fail to furnish information. Additional total U.S. tax liability (line 44 on Form 1040) • Dividends.penalties apply if the failure continues for more multiplied by a fraction. The numerator of the
than 90 days after the day on which notice of the fraction is your taxable income from sources • Interest.
failure to furnish the information is mailed. outside the United States. The denominator is • Rents.

your total taxable income from U.S. and foreignIf you fail to file either Form 5471 or Form
• Royalties.sources.8865 when due, you may also be required to

reduce by 10% all foreign taxes that may be To determine the limit, you must separate • Annuities.
used for the foreign tax credit. This 10% reduc- your foreign source income into categories, as

• Net gain from the sale oftion shall not exceed the greater of $10,000 or discussed under Separate Limit Income next.
non-income-producing investment prop-the income of the foreign corporation or foreign The limit treats all foreign income and expenses
erty or property that generates passive in-partnership for the accounting period for which in each separate category as a single unit and
come.the failure occurs. This foreign tax credit penalty limits the credit to the U.S. income tax on the

is also reduced by the amount of the dollar taxable income in that category from all sources • Net gain from commodities transactions,
penalty imposed. outside the United States. except for hedging and active business
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gains or losses of producers, processors, and complete the worksheet in those instruc-General Category Income
tions to determine your foreign tax credit on themerchants, or handlers of commodities.

General category income includes income from LSD.• Amounts you must include as foreign per- sources outside the United States that is not
The special averaging treatment forsonal holding company income under sec- passive category income or does not fall into
LSDs is elected by filing Form 4972,tion 551(a) or 951(a) of the Internal one of the other separate limit categories dis-
Tax on Lump-Sum Distributions.

TIP
cussed later. It generally includes active busi-Revenue Code.
ness income and wages, salaries, and overseas• Amounts includible in income under sec- allowances of an individual as an employee. Allocation of Foreign Taxestion 1293 of the Internal Revenue Code General category income includes high-taxed

(relating to certain passive foreign invest- income that would otherwise be passive income. If you paid or accrued foreign income tax for ament companies). See High-taxed income earlier under What is tax year on income in more than one separate
not passive income. limit income category, allocate the tax to theIf you receive foreign source distributions from

income category to which the tax specifically
a mutual fund or other regulated investment Financial services income. In general, finan- relates. If the tax is not specifically related to any

cial services income is treated as general cate-company that elects to pass through to you the one category, you must allocate the tax to each
gory income if it is derived by a financial servicesforeign tax credit, the income is generally con- category of income.entity. You are a financial services entity if yousidered passive. The mutual fund will provide You do this by multiplying the foreign incomeare predominantly engaged in the active con-you with a Form 1099-DIV or substitute state- tax related to more than one category by aduct of a banking, insurance, financing, or simi-ment showing the amount of foreign taxes it fraction. The numerator of the fraction is the netlar business for any taxable year. Financialelected to pass through to you. income in a separate category. The denomina-services income of a financial services entity

tor is the total net foreign income.generally includes income derived in the active
You figure net income by deducting from theWhat is not passive income. Passive in- conduct of a banking, financing, insurance or

gross income in each category and from the totalsimilar business. Financial services income of acome does not include any of the following.
foreign income any expenses, losses, and otherfinancial services entity also includes passive• Gains or losses from the sale of inventory income and certain incidental income. deductions definitely related to them under the

property or property held mainly for sale to laws of the foreign country or U.S. possession. IfIf you qualify as a financial services entity
customers in the ordinary course of your the expenses, losses, and other deductions arebecause you treat certain items of income as
trade or business. not definitely related to a category of incomeactive financing income under Regulations sec-

under foreign law, they are apportioned undertion 1.904-4(e)(2)(i)(Y), you must show the type• Export financing interest.
the principles of the foreign law. If the foreign lawand amount of each item on an attachment to• High-taxed income. does not provide for apportionment, use theForm 1116.
principles covered in the U.S. Internal Revenue• Active business rents and royalties.
Code.• Any income that is defined in another sep- Section 901(j) Income

arate limit category. Example. You paid foreign income taxes of
This is income earned from activities conducted $3,200 to Country A on wages of $80,000 and

Export financing interest. This is interest in sanctioned countries. Income derived from interest income of $3,000. These were the only
derived from financing the sale or other disposi- each sanctioned country is subject to a separate items of income on your foreign return. You also

foreign tax credit limitation. Therefore, you musttion of property for use outside the United States have deductions of $4,400 that, under foreign
use a separate Form 1116 for income earnedif: law, are not definitely related to either the wages
from each such country. See Taxes Imposed By or interest income. Your total net income is• The property is manufactured, produced, Sanctioned Countries (Section 901(j) Income) $78,600 ($83,000–$4,400).grown, or extracted in the United States by under Taxes for Which You Can Only Take an

Because the foreign tax is not specifically foryou or a related person, and Itemized Deduction, earlier.
either item of income, you must allocate the tax

• 50% or less of the fair market value of the between the wages and the interest under the
property is due to imports into the United tax laws of Country A. For purposes of thisCertain Income Re-Sourced ByStates. example, assume that the laws of Country A doTreaty

this in a manner similar to the U.S. Internal
High-taxed income. This is passive income Revenue Code. First figure the net income inIf a sourcing rule in an applicable income tax

subject to foreign taxes that are higher than the each category by allocating those expenses thattreaty treats any of the income listed below as
highest U.S. tax rate that can be imposed on the are not definitely related to either category offoreign source, and you elect to apply the treaty,
income. The high-taxed income and the taxes income.the income will be treated as foreign source.
imposed on it are moved from passive category You figure the expenses allocable to wages• Certain gains (section 865(h)).
income into general category income . See Reg- (general category income) as follows.

• Certain income from a U.S.-owned foreignulations section 1.904-4(c) for more information.
$80,000 (wages)corporation (section 904(h)(10)). See Reg- × $4,400 = $4,241$83,000 (total income)ulations section 1.904-5(m)(7) for an ex-

Specified passive category income. Speci- The net wages are $75,759 ($80,000 − $4,241).ample.
fied passive income consists of:

You figure the expenses allocable to interestYou must compute a separate foreign tax1. Dividends from a DISC (domestic interna- (passive category income) as follows.credit limitation for any such income for which
tional sales corporation) or former DISC to you claim benefits under a treaty, using a sepa-

$3,000 (interest)the extent the dividends are treated as for- × $4,400 = $159rate Form 1116 for each amount of re-sourced $83,000 (total income)eign source income, and income from a treaty country. The net interest is $2,841 ($3,000 − $159).
2. Distributions from a former FSC (foreign

Then, to figure the foreign tax on the wages,sales corporation) out of earnings and
Lump-Sum Distribution you multiply the total foreign income tax by theprofits that are attributable to:

following fraction.
If you receive a foreign source lump-sum distri-a. Foreign trade income, or
bution (LSD) from a retirement plan, and you $75,759 (net wages) × $3,200 = $3,084b. Interest and carrying charges derived figure the tax on it using the special averaging $78,600 (total net income)

from a transaction that results in foreign treatment for LSDs, you must make a special
trade income. computation. Follow the Form 1116 instructions
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You figure the foreign tax on the interest your particular case. In many cases, the facts Example 2. Rob Waters, a U.S. citizen, is
income as follows. employed by a U.S. corporation. His principaland circumstances will call for an apportionment

place of work is in the United States. His annualon a time basis as explained next.
$2,841 (net interest) salary is $100,000. None of it is for fringe bene-× $3,200 = $116$78,600 (total net income) fits. During the first quarter of the year he worked

Time basis. Use a time basis to figure your entirely within the United States. On April 1, Rob
foreign source compensation (other than the was transferred to Singapore for the remainderForeign Taxes From a fringe benefits discussed later). Do this by multi- of the year. Rob is able to establish that the firstPartnership or an plying your total compensation (other than the quarter of the year and the last 3 quarters of the
fringe benefits discussed later) by the followingS Corporation year are two separate, distinct, and continuous
fraction: periods of time. Accordingly, $25,000 of Rob’s

If foreign taxes were paid or accrued on your annual salary is attributable to the first quarter of
behalf by a partnership or an S corporation, you Number of days you performed the year (.25 × $100,000). All of it is U.S. source
will figure your credit using certain information services in the foreign country during income because he worked entirely within thethe yearfrom the Schedule K-1 you received from the

United States during that quarter. The remaining
partnership or S corporation. If you received a

$75,000 is attributable to the last three quartersTotal number of days you performed2008 Schedule K-1 from a partnership or an S services during the year of the year. During those quarters, he workedcorporation that includes foreign tax information,
150 days in Singapore and 30 days in the Unitedsee your Form 1116 instructions for how to re-
States. His periodic performance of services inYou can use a unit of time less than a day inport that information.
the United States did not result in distinct, sepa-the above fraction, if appropriate. The time pe-
rate, and continuous periods of time. Of hisriod for which the compensation is made doesFiguring the Limit $75,000 salary, $62,500 ($75,000 × 150/180) isnot have to be a year. Instead, you can use
foreign source income for the year.another distinct, separate, and continuous timeBefore you can determine the limit on your

period if you can establish to the satisfaction ofcredit, you must first figure your total taxable Multi-year compensation. The source of
the IRS that this other period is more appropri-income from all sources before the deduction for multi-year compensation is generally deter-
ate.personal exemptions. This is the amount shown mined on a time basis over the period to which

on line 41 of Form 1040 (minus any amount the compensation is attributable. Multi-year
Example 1. Christina Brooks, a U.S. citizen,shown on line 2 of Form 8914, Exemption compensation is compensation that is included

worked 240 days for a U.S. company during theAmount for Taxpayers Housing Midwestern Dis- in your income in one tax year but that is attribu-
tax year. She received $80,000 in compensa-placed Individuals). Then for each category of table to a period that includes two or more tax

income, you must figure your taxable income tion. None of it was for fringe benefits. Christina years.
from sources outside the United States. performed services in the United States for 60 You determine the period to which the com-

Before you can figure your taxable income in days and performed services in the United King- pensation is attributable based on the facts and
each category from sources outside the United dom for 180 days. Using the time basis for deter- circumstances of your case. For example, an
States, you must first determine whether your mining the source of compensation, $60,000 amount of compensation that specifically relates
gross income in each category is from U.S. ($80,000 × 180/240) is her foreign source income. to a period of time that includes several calendar
sources or foreign sources. Some of the general
rules for figuring the source of income are out- Table 2. Source of Income
lined in Table 2.

See Determining the Source of Compensa- Item of Income Factor Determining Source
tion for Labor or Personal Services and Deter-

Salaries, wages, other compensation Where services performedmining the Source of Income From the Sales or
Exchanges of Certain Personal Property for a Business income:
more detailed discussion on determining the Personal services Where services performed
source of these types of income. Sale of inventory—purchased Where sold
Determining the source of income from U.S. Sale of inventory—produced Allocation
possessions. The rules for determining

Interest Residence of payerwhether income is from sources in a U.S. pos-
session are generally the same as those for Dividends Whether a U.S. or foreign corporation*
determining whether income is from U.S.

Rents Location of propertysources. But exceptions apply. See Publication
570 for more information. Royalties:

Natural resources Location of property
Patent, copyrights, etc. Where property is usedDetermining the Source of

Compensation for Labor or Sale of real property Location of property
Personal Services

Sale of personal property Seller’s tax home (but see Determining the Source
of Income From the Sales or Exchanges ofIf you are an employee and receive compensa-
Certain Personal Property, later, for exceptions)tion for labor or personal services performed

both inside and outside the United States, spe- Pension distributions attributable to Where services were performed that earned the
cial rules apply in determining the source of the contributions pension
compensation. Compensation (other than cer-

Investment earnings on pension Location of pension trusttain fringe benefits) is sourced on a time basis.
contributionsCertain fringe benefits (such as housing and

education) are sourced on a geographical basis. Sale of natural resources Allocation based on fair market value of product at
Or, you may be permitted to use an alterna- export terminal. For more information, see

tive basis to determine the source of compensa- Regulations section 1.863-1(b).
tion. See Alternative basis later.

* Exceptions include: If you are self-employed, you determine the
a) Dividends paid by a U.S. corporation are foreign source if the corporation elects the American Samoa Economic

source of compensation for labor or personal Development Credit,
services from self-employment on the basis that b) Part of a dividend paid by a foreign corporation is U.S. source if at least 25% of the corporation’s gross income is

effectively connected with a U.S. trade or business for the 3 tax years before the year in which the dividends aremost correctly reflects the proper source of that
declared.income under the facts and circumstances of
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years is attributable to the entire multi-year pe- • Depreciation or amortization of property or are extraordinarily difficult, notably un-
riod. healthy, or where excessive physical hard-improvements,

The amount of compensation treated as from ships exist, and for which a post• The value of meals or lodging that youforeign sources is figured by multiplying the total differential of 15 percent or more would be
exclude from gross income, ormulti-year compensation by a fraction. The nu- provided under section 5925(b) of Title 5

merator of the fraction is the number of days (or of the U.S. Code to any officer or em-• The value of meals or lodging that you
unit of time less than a day, if appropriate) that ployee of the U.S. government at thatdeduct as moving expenses.
you performed labor or personal services in the place.
foreign country in connection with the project. Education. The source of an education • The zone is where civil insurrection, civil
The denominator of the fraction is the total num- fringe benefit for the education expenses of your war, terrorism, or wartime conditions
ber of days (or unit of time less than a day if dependents is determined based on the location threaten physical harm or imminent dan-
appropriate) that you performed labor or per- of your principal place of work. An education ger to your health and well-being.
sonal services in connection with the project. fringe benefit includes payments only for the

following expenses for education at an elemen- Compensation is treated as a hazardous orGeographical basis. Compensation you re- tary or secondary school. hardship duty pay fringe benefit only if yourceive as an employee in the form of the following
employer provides the hazardous or hardship• Tuition, fees, academic tutoring, specialfringe benefits is sourced on a geographical
duty pay fringe benefit only to employees per-needs services for a special needs stu-basis.
forming labor or personal services in a hazard-dent, books, supplies, and other equip-• Housing. ous or hardship duty zone.ment.

The amount of compensation treated as a• Education. • Room and board and uniforms that are hazardous or hardship duty pay fringe benefit
• Local transportation. required or provided by the school in con- cannot exceed the maximum amount that the

nection with enrollment or attendance. U.S. government would allow its officers or em-• Tax reimbursement.
ployees present at that location.

• Hazardous or hardship duty pay. Local transportation. The source of a local
Moving expense reimbursement. Thetransportation fringe benefit is determined• Moving expense reimbursement. source of a moving expense reimbursement isbased on the location of your principal place of

generally based on the location of your newThe amount of fringe benefits must be reasona- work. Your local transportation fringe benefit is
principal place of work. However, the source isble and you must substantiate them by ade- the amount that you receive as compensation
determined based on the location of your formerquate records or by sufficient evidence. Table 3 for your local transportation or that of your principal place of work if you have sufficientsummarizes the factors used for determining the spouse or dependents at the location of your evidence that such determination of source issource of these fringe benefits. principal place of work. The amount treated as a more appropriate under the facts and circum-

local transportation fringe benefit is limited toHousing. The source of a housing fringe stances of your case. Sufficient evidence gener-
actual expenses incurred for local transportationbenefit is determined based on the location of ally requires an agreement between you and
and the fair rental value of any em-your principal place of work. A housing fringe your employer, or a written statement of com-
ployer-provided vehicle used predominantly bybenefit includes payments to or on your behalf pany policy, which is reduced to writing before
you or your spouse or dependents for local(and your family if your family resides with you) the move and which is entered into or estab-
transportation. Actual expenses do not includeonly for the following: lished to induce you or other employees to move
the cost (including interest) of any vehicle pur- to another country. The written statement or• Rent. chased by you or on your behalf. agreement must state that your employer will

• Utilities (except telephone charges). reimburse you for moving expenses that youTax reimbursement. The source of a for-
incur to return to your principal place of workeign tax reimbursement fringe benefit is deter-• Real and personal property insurance.
regardless of whether you continue to work formined based on the location of the jurisdiction• Occupancy taxes not deductible under your employer after returning to that location. Itthat imposed the tax for which you are reim-section 164 or 216(a). may contain certain conditions upon which thebursed.
right to reimbursement is determined as long as• Nonrefundable fees for securing a lease-

Hazardous or hardship duty pay. The those conditions set forth standards that arehold.
source of hazardous or hardship duty pay fringe definitely ascertainable and can only be fulfilled

• Rental of furniture and accessories. benefit is determined based on the location of prior to, or through completion of, your return
the hazardous or hardship duty zone for which move to your former principal place of work.• Household repairs.
the hazardous or hardship duty pay fringe bene-

Alternative basis. If you are an employee,• Residential parking. fit is paid. A hazardous or hardship duty zone is
you can determine the source of your compen-any place in a foreign country which meets ei-• Fair rental value of housing provided in sation under an alternative basis if you establishther of the following conditions.kind by your employer. to the satisfaction of the IRS that, under the facts

• The zone is designated by the Secretary and circumstances of your case, the alternative
A housing fringe benefit does not include: of State as a place where living conditions basis more properly determines the source of

• Deductible interest and taxes (including
Table 3. Source of Fringe Benefitsdeductible interest and taxes of a ten-

ant-stockholder in a cooperative housing
Fringe Benefit Factor Determining Sourcecorporation),

Housing, education, and local Location of your principal place of work• The cost of buying property, including prin-
transportationcipal payments on a mortgage,

Tax reimbursement Location of the jurisdiction that imposed the tax for• The cost of domestic labor (maids, gar-
which you were reimburseddeners, etc.),

Hazardous or hardship duty pay Location of the hazardous or hardship duty zone• Pay television subscriptions,
for which you received the pay

• Improvements and other expenses that in-
Moving expense reimbursement Location of your new principal place of work*crease the value or appreciably prolong

the life of property, *You can determine the source based on the location of your former principal place of work if you have sufficient
evidence that such determination of source is more appropriate under the facts and circumstances of your case.• Purchased furniture or accessories,
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your compensation than the time or geographi- choice, see Regulations section 1.865-1(f)(2). • The income from the sale is from the busi-
cal basis. If you use an alternative basis, you For stock losses, see Regulations section ness operations located outside the United
must keep (and have available for inspection) 1.865-2(e). States, and
records to document why the alternative basis

Inventory. Income from the sale of inventory • At least 10% of the income is paid as taxmore properly determines the source of your
that you purchased is sourced where the prop- to the foreign country.compensation. Also, if your total compensation
erty is sold. Generally, this is where title to thewas $250,000 or more, you must check the box If less than 10% is paid as tax, the income isproperty passes to the buyer.on Form 1116, line 1b, and attach a written U.S. source.Income from the sale of inventory that youstatement to your tax return that sets forth all of
produced in the United States and sold outside This rule also applies to losses recognizedthe following:
the United States (or vice versa) is sourced after January 7, 2002, if the foreign country
based on an allocation. For information on mak-1. Your name and social security number would have imposed a 10% or higher tax had the
ing the allocation, see Regulations section(written across the top of the statement), sale resulted in a gain. You can choose to apply
1.863-3. this rule to losses recognized in tax years begin-2. The specific compensation income, or the

ning after 1986. For details about making thisIntangibles. Intangibles include patents,specific fringe benefit, for which you are
choice, see Regulations section 1.865-1(f)(2).copyrights, trademarks, and goodwill. The gainusing the alternative basis,
For stock losses, see Regulations sectionfrom the sale of amortizable or depreciable in-

3. For each item in (2), the alternative basis 1.865-2(e).tangible property, up to the previously allowable
of allocation of source used, amortization or depreciation deductions, is This rule does not apply to income sourced

sourced in the same way as the original deduc-4. For each item in (2), a computation show- under the rules for inventory property, deprecia-
tions were sourced. This is the same as theing how the alternative allocation was com- ble personal property, intangible property (when
source rule for gain from the sale of depreciableputed, and payments in consideration for the sale are con-
property. See Depreciable property, next, for tingent on the productivity, use, or disposition of5. A comparison of the dollar amount of the details on how to apply this rule. the property), or goodwill.U.S. compensation and foreign compensa- Gain in excess of the amortization or depre-

tion sourced under both the alternative ba- ciation deduction is sourced in the country
sis and the time or geographical basis where the property is used if the income from the Determining Taxable Income Fromdiscussed earlier. sale is contingent on the productivity, use, or Sources Outside the United States

disposition of that property. If the income is not
contingent on the productivity, use, or disposi- To figure your taxable income in each category
tion of the property, the income is sourced ac-Determining the Source of Income from sources outside the United States, you first
cording to the seller’s tax home as discussedFrom the Sales or Exchanges of allocate to specific classes (kinds) of gross in-
earlier. Payments for goodwill are sourced in theCertain Personal Property come the expenses, losses, and other deduc-
country where the goodwill was generated if the tions (including the deduction for foreign

Generally, if personal property is sold by a U.S. payments are not contingent on the productivity, housing costs) that are definitely related to that
resident, the gain or loss from the sale is treated use, or disposition of the property. income.
as U.S. source. If personal property is sold by a

Depreciable property. The gain from the salenonresident, the gain or loss is treated as foreign
of depreciable personal property, up to the Definitely related. A deduction is definitely re-source.
amount of the previously allowable depreciation, lated to a specific class of gross income if it isThis rule does not apply to the sale of inven-
is sourced in the same way as the original de- incurred either:tory, intangible property, or depreciable prop-
ductions were sourced. Thus, to the extent theerty, or property sold through a foreign office or • As a result of, or incident to, an activityprevious deductions for depreciation were allo-fixed place of business. The rules for these

from which that income is derived, orcable to U.S. source income, the gain is U.S.types of property are discussed later.
source. To the extent the depreciation deduc- • In connection with property from which

U.S. resident. The term “U.S. resident,” for tions were allocable to foreign sources, the gain that income is derived.this purpose, means a U.S. citizen or resident is foreign source income. Gain in excess of the
alien who does not have a tax home in a foreign depreciation deductions is sourced the same as

Classes of gross income. You must deter-country. The term also includes a nonresident inventory.
mine which of the following classes of grossalien who has a tax home in the United States. If personal property is used predominantly in

Generally, your tax home is the general area of income your deductions are definitely related to.the United States, treat the gain from the sale,
your main place of business, employment, or up to the amount of the allowable depreciation • Compensation for services, includingpost of duty, regardless of where you maintain deductions, entirely as U.S. source income.

wages, salaries, fees, and commissions.your family home. Your tax home is the place If the property is used predominantly outside
where you are permanently or indefinitely en- the United States, treat the gain, up to the • Gross income from business.
gaged to work as an employee or self-employed amount of the depreciation deductions, entirely • Gains from dealings in property.individual. If you do not have a regular or main as foreign source income.
place of business because of the nature of your • Interest.A loss recognized after January 7, 2002, is
work, then your tax home is the place where you sourced in the same way as the depreciation • Rents.regularly live. If you do not fit either of these deductions were sourced. However, if the prop-
categories, you are considered an itinerant and • Royalties.erty was used predominantly outside the United
your tax home is wherever you work. States, the entire loss reduces foreign source • Dividends.

income. You can choose to apply this rule toNonresident. A nonresident is any person • Alimony and separate maintenance.losses recognized in tax years beginning afterwho is not a U.S. resident.
1986. For details about making this choice, see • Annuities.U.S. citizens and resident aliens with a for-
Regulations section 1.865-1(f)(2).eign tax home will be treated as nonresidents for • Pensions.Depreciation includes amortization and anya sale of personal property only if an income tax
other allowable deduction for a capital expense • Income from life insurance and endow-of at least 10% of the gain on the sale is paid to a
that is treated as a deductible expense.foreign country. ment contracts.

This rule also applies to losses recognized Sales through foreign office or fixed place of • Income from cancelled debts.
after January 7, 2002, if the foreign country business. Income earned by U.S. residents
would have imposed a 10% or higher tax had the from the sale of personal property through an • Your share of partnership gross income.
sale resulted in a gain. You can choose to apply office or other fixed place of business outside • Income in respect of a decedent.
this rule to losses recognized in tax years begin- the United States is generally treated as foreign

• Income from an estate or trust.ning after 1986. For details about making this source if:
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Exempt income. When you allocate deduc- Passive activity interest. Apportion inter- $12,000) of the home mortgage interest is ap-
portioned to foreign source passive income.est incurred in a passive activity on the basis oftions that are definitely related to one or more

your passive activity assets.classes of gross income, you take exempt in-
State income taxes. State income taxes (and

come into account for the allocation. However, Partnership interest. General partners and certain taxes measured by taxable income) are
do not take exempt income into account to ap- limited partners with partnership interests of definitely related and allocable to the gross in-
portion deductions that are not definitely related 10% or more must classify their distributive come on which the taxes are imposed. If state
to a separate limit category. shares of partnership interest expense under income tax is imposed in part on foreign source

the three categories listed above. They must income, the part of your state tax imposed on theInterest expense and state income taxes.
apportion the interest expense according to the foreign source income is definitely related andYou must allocate and apportion your interest
rules for those categories by taking into account allocable to foreign source income.expense and state income taxes under the spe-
their distributive share of partnership gross in-cial rules discussed later under Interest expense Foreign income not exempt from state tax.
come or pro rata share of partnership assets.and State income taxes. If the state does not specifically exempt foreign
For special rules that may apply, see Regula- income from tax, the following rules apply.Class of gross income that includes more tions section 1.861-9T(e).

than one separate limit category. If the class • If the total income taxed by the state is
Home mortgage interest. This is your de-of gross income to which a deduction definitely greater than the amount of U.S. source

ductible home mortgage interest (includingrelates includes either: income for federal tax purposes, then the
points and qualified mortgage insurance premi- state tax is allocable to both U.S. source• More than one separate limit category, or ums) from Schedule A (Form 1040). Apportion it and foreign source income.
under a gross income method, taking into ac-• At least one separate limit category and

• If the total income taxed by the state iscount all income (including business, passiveU.S. source income,
less than or equal to the U.S. source in-activity, and investment income), but excluding

you must apportion the definitely related deduc- come for federal tax purposes, none of theincome that is exempt under the foreign earned
tions within that class of gross income. state tax is allocable to foreign source in-income exclusion. The gross income method is

come.based on a comparison of the gross income in aTo apportion, you can use any method that
separate limit category with total gross income.reflects a reasonable relationship between the

Foreign income exempt from state tax. IfThe Instructions for Form 1116 have a work-deduction and the income in each separate limit
state law specifically exempts foreign incomesheet for apportioning your deductible homecategory. One acceptable method for many indi-
from tax, the state taxes are allocable to the U.S.mortgage interest expense.viduals is based on a comparison of the gross
source income.For this purpose, however, any qualified resi-income in a class of income to the gross income

dence that is rented is considered a businessin a separate limit income category. Example. Your total income for federal tax
asset for the period in which it is rented. You purposes, before deducting state tax, isUse the following formula to figure the
therefore apportion this interest under the rules $100,000. Of this amount, $25,000 is foreignamount of the definitely related deduction appor-
for passive activity or business interest. source income and $75,000 is U.S. source in-tioned to the income in the separate limit cate-

come. Your total income for state tax purposesgory:
Example. You are operating a business as is $90,000, on which you pay state income tax of

Gross income in separate limit category a sole proprietorship. Your business generates $6,000. The state does not specifically exempt× deductionTotal gross income in the class only U.S. source income. Your investment port- foreign source income from tax. The total state
folio consists of several less-than-10% stock income of $90,000 is greater than the U.S.

Do not take exempt income into account when investments. You have stocks with an adjusted source income for federal tax purposes. There-
you apportion the deduction. However, income basis of $100,000. Some of your stocks (with an fore, the $6,000 is definitely related and alloca-
excluded under the foreign earned income or adjusted basis of $40,000) generate U.S. source ble to both U.S. and foreign source income.
foreign housing exclusion is not considered ex- income. Your other stocks (with an adjusted Assuming that $15,000 ($90,000 − $75,000)
empt. You must, therefore, apportion deduc- is the foreign source income taxed by the state,basis of $60,000) generate foreign passive in-
tions to that income. $1,000 of state income tax is apportioned tocome. You own your main home, which is sub-

foreign source income, figured as follows:ject to a mortgage of $120,000. Interest on this
Interest expense. Generally, you apportion loan is home mortgage interest. You also have a
your interest expense on the basis of your as- $15,000bank loan in the amount of $40,000. The pro- × $6,000 = $1,000sets. However, certain special rules apply. If you $90,000ceeds from the bank loan were divided equally
have gross foreign source income (including in- between your business and your investment
come that is excluded under the foreign earned Deductions not definitely related. You mustportfolio. Your gross income from your business
income exclusion) of $5,000 or less, your inter- apportion to your foreign income in each sepa-is $50,000. Your investment portfolio generated
est expense can be allocated entirely to U.S. rate limit category a fraction of your other deduc-$4,000 in U.S. source income and $6,000 in
source income. tions that are not definitely related to a specificforeign source passive income. All of your debts

class of gross income. If you itemize, thesebear interest at the annual rate of 10%.Business interest. Apportion interest in-
deductions are medical expenses, general salesThe interest expense for your business iscurred in a trade or business using the asset
taxes, and real estate taxes for your home. If you$2,000. It is apportioned on the basis of themethod based on your business assets.
do not itemize, this is your standard deduction.business assets. All of your business assetsUnder the asset method, you apportion the You should also apportion any other deductionsgenerate U.S. source income; therefore, theyinterest expense to your separate limit catego- that are not definitely related to a specific classare U.S. assets. This $2,000 is interest expenseries based on the value of the assets that pro- of income, including deductions shown on Formallocable to U.S. source income.duced the income. You can value assets at fair 1040, lines 23-35, and the additional exemp-The interest expense for your investments ismarket value, the tax book value, or the alterna- tions for housing Midwestern displaced individu-also $2,000. It is apportioned on the basis oftive book value. For more information about the als shown on Form 8914, line 2.investment assets. $800 ($40,000/$100,000 ×asset method, see Temporary Regulations sec- The numerator of the fraction is your gross$2,000) of your investment interest is appor-tion 1.861-9T(g). foreign income in the separate limit category,tioned to U.S. source income and $1,200

If you use the tax book value method, you and the denominator is your total gross income($60,000/$100,000 × $2,000) is apportioned to
can elect to change to the fair market value from all sources. For this purpose, gross incomeforeign source passive income.

includes income that is excluded under the for-method at any time without IRS approval. If you
Your home mortgage interest expense is eign earned income provisions but does notelect to use the fair market value method, you

$12,000. It is apportioned on the basis of all your include any other exempt income.must continue to use that method unless you
gross income. Your gross income is $60,000,

have IRS approval to change methods.
$54,000 of which is U.S. source income and Itemized deduction limit. For 2008, you may

Investment interest. Apportion this interest $6,000 of which is foreign source passive in- have to reduce your itemized deductions on
come. Thus, $1,200 ($6,000/$60,000 ×on the basis of your investment assets. Schedule A (Form 1040) if your adjusted gross
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income is more than $159,950 ($79,975 if mar- Your “worldwide capital gain” is the amountCapital Gains and Losses
ried filing separately). This reduction does not of your worldwide (U.S. and foreign) capital
apply to medical and dental expenses, casualty gains in excess of your worldwide (U.S. andIf you have capital gains (including any capital
and theft losses (other than losses of employee foreign) capital losses. If your worldwide capitalgain distributions) or capital losses, you may
property), gambling losses, investment interest, losses equal or exceed your worldwide capitalhave to make certain adjustments to those gains
and certain cash contributions for relief efforts in gains, your “worldwide capital gain” is zero.or losses before taking them into account on line
a Midwestern disaster area. 1a (gains), line 5 (losses), or line 17 (taxable Your U.S. capital loss adjustment is the

You figure the reduction by using the Item- income before subtracting exemptions) of Form amount of your foreign source capital gain in
ized Deductions Worksheet in the instructions 1116. excess of your worldwide capital gain. (If the
for Schedule A (Form 1040). Line 3 of the work- amount of your foreign source capital gain does

Lines 1a and 5. If you have foreign sourcesheet shows the total itemized deductions sub- not exceed the amount of your worldwide capital
capital gains or losses, you may be required toject to the reduction. Line 11 shows the amount gain, you do not have a U.S. capital loss adjust-
make certain adjustments to those foreignof the reduction. ment.) See Capital gain rate differential adjust-
source capital gains or losses before you takeTo determine your taxable income from ment later for adjustments you must make to
them into account on line 1a or line 5 of Formsources outside the United States, you must first your foreign source capital gains or losses. If
1116. Use the instructions under Foreign Quali-divide the reduction (line 11 of the worksheet) by you have a U.S. capital loss adjustment, you
fied Dividends and Capital Gains (and Losses)the itemized deductions subject to the reduction must reduce your foreign source capital gains by
in the Instructions for Form 1116 to determine if(line 3 of the worksheet). This is your reduction the amount of the U.S. capital loss adjustment.
you are required to make adjustments. Also usepercentage (expressed as a decimal rounded to To make this adjustment, you must allocate the
the instructions under Foreign Qualified Divi-at least four places). Then, multiply each item- total amount of the U.S. capital loss adjustment
dends and Capital Gains (and Losses) in theized deduction subject to the reduction by your among your foreign source capital gains using
Instructions for Form 1116 to determine if youreduction percentage. Subtract the result from the following steps.
can use those instructions to make adjustmentsthe itemized deduction to determine the amount

Step 1. You must apportion the U.S. capitalor if you must use the instructions in this publica-you can allocate to income from sources outside
loss adjustment among your separate catego-tion to make adjustments.the United States.
ries that have a net capital gain. A separateIf you use the instructions in this publication,
category has a net capital gain if the amount ofsee Adjustments to Foreign Source CapitalExample. You are single and have an ad-
foreign source capital gains in the separate cat-Gains and Losses below to determine the ad-justed gross income of $219,950. Your itemized
egory exceeds the amount of foreign sourcejustments you must make.deductions subject to the overall reduction (line
capital losses in the separate category. You3 of the worksheet) total $20,000. $8,000 of
must apportion the U.S. capital loss adjustmentLine 17 (Form 1116). If you have U.S. or for-these deductions are definitely related to the
pro rata based on the amount of net capital gaineign source capital gains, you may be requiredincome on Form 1116, line 1a. The other
in each separate category.to adjust the amount you enter on line 17 of$12,000 ($20,000 –  $8,000) are real estate

Form 1116. Use the instructions for line 17 in thetaxes, which are not definitely related.
Example 1. Alfie has a $300 foreign sourceInstructions for Form 1116 to determine whetherThe amount of the overall reduction on line

capital gain that is passive category income, ayou are required to make an adjustment and to11 of the worksheet is $1,200. To figure the
$1,000 foreign source capital gain that is gen-determine the amount of the adjustment.amount of the real estate taxes to include in the
eral category income, a $400 foreign sourcetotal for line 3a of Form 1116, divide the amount
capital loss that is general category income, andon line 11 ($1,200) by the amount on line 3
a $150 U.S. source capital loss. He figures hisAdjustments to Foreign Source($20,000). This is your reduction percentage
net gains and U.S. capital loss adjustment asCapital Gains and Losses(6%). You must reduce your $12,000 deduction
follows.by $720 (6% x $12,000). The reduced deduction

You may have to make the following adjust-of $11,280 ($12,000 –  $720) is the amount to Foreign source capital gain = $900ments to your foreign source capital gains andenter on line 3a of Form 1116. Make a similar (($1,000 + $300) − $400)losses.computation to figure the amount of definitely
Worldwide capital gain = $750related itemized deductions ($7,520) to enter on • U.S. capital loss adjustment. (($1,000 + $300) − ($400 + $150))

line 2. • Capital gain rate differential adjustment. U.S. capital loss adjustment = $150
($900 − $750)Treatment of personal exemptions. Do not Before you make these adjustments, you must

take the deduction for personal exemptions, in- reduce your net capital gain by the amount of
cluding exemptions for dependents, in figuring any gain you elected to include in investment Alfie must then apportion the U.S. capital loss
taxable income from sources outside the United income on line 4g of Form 4952, Investment adjustment ($150) between the passive cate-
States. However, you can deduct additional ex- Interest Expense Deduction. Your net capital gory income and the general category income
emptions for housing Midwestern displaced indi- gain is the excess of your net long-term capital based on the amount of net capital gain in each
viduals claimed on Form 8914, line 2. These gain for the year over any net short-term capital separate category.
exemptions are not definitely related to a spe- loss for the year. Foreign source gain you $50 apportioned to passive category incomecific class of income as explained earlier under elected to include on line 4g of Form 4952 must ($150 × $300/$900)
Deductions not definitely related. be entered directly on line 1a of Form 1116

without adjustment.
Alfie reduces his $300 net capital gain that isQualified Dividends

U.S. capital loss adjustment. You must ad- passive category income by $50 and includes
If you have any qualified dividends, you may be just the amount of your foreign source capital the resulting $250 on line 1a of the Form 1116
required to make adjustments to the amount of gains to the extent that your foreign source capi- for the passive category income.
those qualified dividends before you take them tal gain exceeds the amount of your worldwide

$100 apportioned to general category incomeinto account on line 1a or line 17 of Form 1116. capital gain (the “U.S. capital loss adjustment”).
($150 × $600/$900)See Foreign Qualified Dividends and Capital Your “foreign source capital gain” is the

Gains (Losses) in the Form 1116 instructions to amount of your foreign source capital gains in
Alfie reduces his $600 of net capital gain that is

determine the adjustments you may be required excess of your foreign source capital losses. If
general category income by $100 and includes

to make before taking foreign qualified dividends your foreign source capital gains do not exceed
the resulting $500 on line 1a of the Form 1116

into account on line 1a of Form 1116. See the your foreign source capital losses, you do not
for the general category income.

instructions for line 17 in the Form 1116 instruc- have a foreign source capital gain and you do
tions to determine the adjustments you may be not need to make the U.S. capital loss adjust- Step 2. If you apportioned any amount of
required to make before taking U.S. or foreign ment. See Capital gain rate differential adjust- the total U.S. capital loss adjustment to a sepa-
qualified dividends into account on line 17 of ment later for adjustments you must make to rate category with a net capital gain in more than
Form 1116. your foreign source capital gains or losses. one rate group, you must further apportion the
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U.S. capital loss adjustment among the rate Table 4. Rate Groups
groups in that separate category (separate cate-

A capital gain or loss is in the... IF...gory rate groups) that have a net capital gain.
The rate groups are the 28% rate group, the

28% rate group it is included on the 28% Rate Gain25% rate group, the 15% rate group, the 0% rate Worksheet in the instructions for 
group, and the short-term rate group. The 28% Schedule D.
rate group, the 25% rate group, the 15% rate
group and the 0% rate group are “long term” rate 25% rate group it is included on line 1 through line 13 of the

Unrecaptured Section 1250 Gain Worksheetgroups. Table 4 explains the rate groups.
in the instructions for Schedule D.You must apportion the U.S. capital loss ad-

justment pro rata based on the amount of net 15% rate group it is a long-term capital gain that is not in the
capital gain in each separate category rate 28% or 25% rate group and is taxed at a
group. Your net capital gain in a separate cate- 15% rate or it is a long-term capital loss that
gory rate group is the amount of your foreign is not in the 28% or 25% rate group.
source capital gains in that separate category in

0% rate group it is a long-term capital gain that is not in thethe rate group in excess of your foreign source
25% or 28% rate group and is taxed at acapital losses in that separate category in the
rate of 0%.rate group. If your foreign source capital losses

exceed your foreign source capital gains, you Short-term rate group it is a short-term capital gain or loss.
have a net capital loss in the separate category
rate group.

Dennis apportions $33.33 to the short-term rate 2. Then make the capital gain rate differential
group.Example 2.  Dennis has a $300 U.S. source adjustment. See Capital gain rate differen-

($100 × $100/$300)long-term capital loss. Dennis also has foreign tial adjustment for net capital gains, later.
source capital gains and losses in the following

Dennis apportions $66.67 to the 28% ratecategories. How to determine the amount of net capitalgroup.
gain that must be adjusted. You must adjust($100 × $200/$300)Income the net capital gain in each separate category

category 28% rate 15% rate short-term long-term rate group that remains after the U.S.After the U.S. capital loss adjustment, Den-
capital loss adjustment. You must adjust thePassive $200 ($100) $100 nis has $100 of foreign source 15% capital loss
entire amount of that remaining net capital gain ifthat is passive category income, $66.67 of for-

General $700 you do not have a net long-term capital loss fromeign source short-term capital gain that is pas-($300) U.S. sources or you do not have any short-termsive category income, $133.33 of foreign source
capital gains. If you have a net long-term capital28% gain that is passive category income, and He figures his U.S. capital loss adjustment
loss from U.S. sources and you have any$200 of foreign source 15% capital gain that isas follows.
short-term capital gains, you only need to adjustgeneral category income, as shown in the fol-
a portion of the remaining net capital gain inDennis’ foreign source capital gain is $600. lowing table.

(($200 + $700 + $100) − ($100 + $300)) each separate category long-term rate group. In
that case, the portion you must adjust is limitedIncomeDennis’ worldwide capital gain is $300.

category 28% rate 15% rate short-term to the portion of the remaining net capital gain in(($200 + $700 + $100) − ($100 + $300 +
the separate category long-term rate group in$300)) Passive $200.00 $100.00
excess of the U.S. long term loss adjustment-66.67 ($100) –33.33Dennis’ U.S. capital loss adjustment is $300.
amount (if any) allocated to that separate cate-$133.33 $66.67($600 − $300)
gory long-term rate group. You have a net

General $700.00 long-term capital loss from U.S. sources if your
(300.00)Dennis must apportion his $300 U.S. capital long-term capital losses from U.S. sources ex-
-200.00loss adjustment between passive category in- ceed your long-term capital gains from U.S.
$200.00come and general category income based on sources.

the amount of net capital gain in each separate The U.S. long-term loss adjustment amount
category. is the excess of your net long-term capital loss

Capital gain rate differential adjustment.Dennis’ net capital gain, passive category from U.S. sources over the amount by which you
After you have made your U.S. capital loss ad-income is $200. reduced your long-term capital gains from for-
justment, you must make additional adjustments(($100 + $200) - $100) eign sources under U.S. capital loss adjustment

Dennis apportions $100 to passive category (capital gain rate differential adjustments) to earlier. If only one separate category long-term
income. your foreign source capital gains and losses. rate group has a net capital gain after the U.S.

($300 × $200/$600)
You must make adjustments to each sepa- capital loss adjustment, your U.S. long-term loss

adjustment amount is allocated to that separaterate category rate group that has a net capital
Dennis’ net capital gain, general category category long-term rate group. If more than onegain or loss. See Step 2 under U.S. capital loss
income is $400. separate category long-term rate group has aadjustment, earlier, for instructions on how to($700 - $300)

net capital gain after the U.S. capital loss adjust-determine whether you have a net capital gain orDennis apportions $200 to general category
ment, you must allocate the U.S. long-term lossloss in a separate category rate group.income.
adjustment amount among the separate cate-($300 × $400/$600) How to make the adjustment. How you gory long-term rate groups pro rata based on the

make the capital gain rate differential adjust- amount of the remaining net capital gain in each
Dennis has net capital gain in more than one ment depends on whether you have a net capital separate category long-term rate group.

rate group that is passive category income. gain or net capital loss in a separate category You must adjust the portion of your net capi-
Therefore, the $100 apportioned to passive cat- rate group. tal gain in a separate category long-term rate
egory income must be further apportioned be-

group in excess of the U.S. long-term loss ad-Net capital gain in a separate category ratetween the short-term rate group and the 28%
justment amount you allocated to that separategroup. If you have a net capital gain in a sepa-rate group based on the amount of net capital
category long-term rate group. See the instruc-rate category rate group, you must do the follow-gain in each rate group.
tions later under Capital gain rate differentialing.
adjustment for net capital gains. The remaining

1. First determine the amount of your net portion of your net capital gain in the separate
capital gain in each separate category rate category long-term rate group must be entered
group that must be adjusted. on line 1a of Form 1116 without adjustment.

Publication 514 (2008) Page 17



Page 18 of 40 of Publication 514 15:16 - 12-MAR-2009

The type and rule above prints on all proofs including departmental reproduction proofs. MUST be removed before printing.

Example 3. Mary has a $200 15% capital Beth includes $160 of capital gain on line 1a of rate group of the capital gain offset by the net
Form 1116 for the general category income. capital loss.loss from U.S. sources, a $50 15% capital gain

from U.S. sources, and a $200 short-term capi- Determinations under the following ordering
Example 5. The facts are the same as Ex-tal gain from U.S. sources. Mary also has a $300 rules are made after you have taken into ac-

ample 3. Mary includes the following amounts of28% capital gain and a $150 15% capital gain count any U.S. capital loss adjustment. How-
passive category income on line 1a of Formfrom foreign sources that are passive category ever, determinations under the following
1116 for passive category income.income. ordering rules do not take into account any capi-

tal gain rate differential adjustments that youMary does not have a U.S. capital loss ad-
Mary includes $260 of the 28% capital gain made to any net capital gain in a separate cate-justment because her foreign source capital ($200 × 0.8) + $100 gory rate group.gain ($450) does not exceed her worldwide cap-

ital gain ($500). Step 1. Net capital losses from each sepa-Mary includes $92.86 of the 15% capital gain
Mary’s net long-term capital loss from U.S. rate category rate group are netted against net

sources is $150 ($200 - $50). Her U.S. long-term ($100 × 0.4286) + $50 capital gains in the same rate group in other
loss adjustment amount is $150 ($150 - $0). separate categories.
Mary allocates the $150 between the 28% rate

Step 2. U.S. source capital losses are net-Example 6. The facts are the same as Ex-group and the 15% rate group as follows.
ted against U.S. source capital gains in theample 2. After making the U.S. capital loss ad-

 Mary allocates $100 ($150 x $300/$450) to same rate group.justment, Dennis has the following:
the 28% rate group that is passive category

Step 3. Net capital losses from each sepa-income. Therefore, $200 ($300 - $100) of her Income
rate category rate group in excess of the amount$300 28% capital gain must be adjusted before it category 28% rate 15% rate short-term
netted against foreign source net capital gains inis included on line 1a. The remaining $100 of

Passive $133.33 ($100) $66.67 Step 1 are netted against your remaining foreign28% capital gain is included on line 1a without
source net capital gains and your U.S. sourceadjustment. General  $200
net capital gains as follows. Mary allocates $50 ($150 x $150/$450) to

the 15% rate group that is passive category Dennis now determines the amount of the re- 1. First, against U.S. source net capital gains
income. Therefore, only $100 ($150 - $50) of her maining net capital gain in each separate cate- in the same rate group, and
$150 15% capital gain must be adjusted before it gory long-term rate group that must be adjusted.

2. Next, against net capital gains in other rateis included on line 1a. The remaining $50 of 15% Dennis’ net long-term capital loss from U.S. groups (without regard to whether such netcapital gain is included on line 1a without adjust- sources is $300. His U.S. long-term loss adjust- capital gains are U.S. or foreign source netment. ment amount is $33.33 ($300 − $266.67). Den- capital gains) as follows.
nis must allocate this amount between theCapital gain rate differential adjustment

a. A foreign source net capital loss in the$133.33 of net capital gain remaining in the 28%for net capital gains.  Adjust your net capital
short-term rate group is first nettedrate group that is passive category income andgain (or the applicable portion of your net capital
against any net capital gain in the 28%the $200 of net capital gain remaining in the 15%gain) in each separate category long-term rate
rate group, then against any net capitalrate group that is general category income.group as follows.
gain in the 25% rate group, then againstDennis allocates $13.33 ($33.33 × $133.33 ÷• For each separate category that has a net any net capital gain in the 15% rate$333.33) of the U.S. long-term loss adjustmentcapital gain in the 0% rate group, do not group, and finally to offset capital gainto passive category income in the 28% rateinclude the applicable amount on Form net income in the 0% rate group.group. Therefore, Dennis must adjust $1201116.

($133.33 − $13.33) of the $133.33 net capital b. A foreign source net capital loss in the
• For each separate category that has a net gain remaining in the 28% rate group that is 28% rate group is netted first against

capital gain in the 15% rate group, multiply passive category income. Dennis includes any net capital gain in the 25% rate
the applicable amount of the net capital $109.33 (($120 × 0.8) + 13.33) of 28% capital group, then against any net capital gain
gain by 0.4286. gain and $66.67 of short-term capital gain on in the 15% rate group, and finally to

line 1a of Form 1116 for passive category in- offset capital gain net income in the 0%• For each separate category that has a net
come. rate group.capital gain in the 25% rate group, multiply

Dennis allocates $20 ($33.33 × $200 ÷the applicable amount of the net capital c. A foreign source net capital loss in the
$333.33) to the 15% rate group for general cate-gain by 0.7143. 15% rate group is netted first against
gory income. Therefore, Dennis must adjust any net capital gain in the 15% rate• For each separate category that has a net $180 ($200 − $20) of the $200 net capital gain group, is netted first against any netcapital gain in the 28% rate group, multiply remaining in the 15% rate group that is general capital gain in the 0% rate group, thenthe applicable amount of the foreign category income. Dennis includes $97.15 any net capital gain in the 28% ratesource net capital gain by 0.8. (($180 × 0.4286) + $20) of 15% capital gain on group, and finally against any net capi-
line 1a of Form 1116 for general category in-Add each result to any net capital gain in the tal gain in the 25% rate group.
come.same long-term separate category rate group

that you were not required to adjust and include The net capital losses in any separate categoryNet capital loss in a separate category rate
the combined amounts on line 1a of the applica- rate group are treated as coming pro rata fromgroup. If you have a net capital loss in a sepa-
ble Form 1116. each separate category that contains a netrate category rate group, you must do the follow-

capital loss in that rate group to the extenting.No adjustment is required if you have a net
netted against:capital gain in a short-term rate group. Include 1. First determine the rate group of the capi-

the amount of net capital gain in any short-term • Net capital gains in any other separatetal gain offset by that net capital loss. See
rate group on line 1a of the applicable Form category under Step 1,How to determine the rate group of the
1116 without adjustment. capital gain offset by the net capital loss, • Any U.S. source net capital gain under

next. Step 3(1), orExample 4. Beth has $200 of capital gains
2. Then make the capital gain rate differentialin the 28% rate group that are general category • Net capital gains in any other rate group

adjustment. See Capital gain rate differen- under Step 3(2).income and no other items of capital gain or
tial adjustment for net capital loss, later.loss. Beth must adjust the capital gain before

Capital gain rate differential adjustmentshe includes it on line 1a as follows.
How to determine the rate group of the for net capital loss. After you have deter-

capital gain offset by the net capital loss. mined the rate group of the capital gain offset by$200 × 0.8 = $160
Use the following ordering rules to determine the the net capital loss, you make the capital gain
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$3.33 is treated as coming from passiverate differential adjustment by doing the follow- in other separate limit categories, use the re-
category income.ing. maining loss to reduce U.S. source income. For

($10 × $20/$60) this purpose, the amount of your U.S. source• To the extent a net capital loss in a sepa- $6.67 is treated as coming from general income is your taxable income from U.S.
category income.rate category rate group offsets capital

sources increased by the amount of capital($10 × $40/$60)gain in the 0% rate group, multiply the net
losses from U.S. sources that reduced foreign

capital loss by zero. Dawn includes $9.80 of the capital loss in the source capital gains as part of a U.S. capital loss
amount she enters on line 5 of Form 1116 for• To the extent a net capital loss in a sepa- adjustment. See U.S. capital loss adjustment
passive category income.rate category rate group offsets capital earlier under Adjustments to Foreign Source

gain in the 15% rate group, multiply the Capital Gains and Losses. When you use aThis is $7.14
capital loss by 0.4286. foreign loss to offset U.S. source income, you($16.67 × 0.4286)

 plus $2.66. must recapture the loss as explained later under• To the extent that a net capital loss in a ($3.33 × 0.8) Recapture of Prior Year Overall Foreign Lossseparate category rate group offsets capi-
Accounts.Dawn includes $19.63 of capital loss in thetal gain in the 25% rate group, multiply

amount she enters on line 5 of Form 1116 forthat amount of the net capital loss by
general category income.0.7143. U.S. Losses

This is $14.29• To the extent that a net capital loss in a
($33.33 × 0.4286) You should allocate any net loss from sources inseparate category rate group offsets capi-

plus $5.34. the United States among the different categoriestal gain in the 28% rate group, multiply ($6.67 × 0.8) of foreign income after allocating all foreignthat amount of the capital loss by 0.8.
losses as described earlier, and before any ofDawn also includes $40.00 ($50 × 0.8) of capital

Include the results on line 5 of the applicable the adjustments discussed later.gain in the amount she enters on line 1a of Form
Form 1116. The amount of your net loss from sources in1116 for passive category income.

the United States is equal to the excess of (1)No adjustment is required to the extent a net
your foreign source taxable income in all of yourcapital loss offsets short-term capital gains. Allocation of
separate categories in the aggregate, after tak-Thus, a net capital loss is included on line 5 of Foreign and U.S. Losses ing into account any adjustments under Quali-the applicable Form 1116 without adjustment to
fied Dividends and Adjustments to Foreignthe extent the net capital loss offsets net capital You must allocate foreign losses for any taxable
Source Capital Gains and Losses over (2) thegain in the short-term rate group. year and U.S. losses for any taxable year (to the
amount of taxable income you enter on Formextent such losses do not exceed the separate
1116, line 17.Example 7. The facts are the same as Ex- limitation incomes for such year) among in-

ample 2. Dennis has a $100 foreign source 15% comes on a proportionate basis.
capital loss that is passive category income.

Recapture of Prior Year OverallThis loss is netted against the $200 foreign
Foreign Loss Accountssource 15% capital gain that is general category Foreign Losses

income according to Step 1. If you have only losses in your separate limitIf you have a foreign loss when figuring yourDennis includes $42.86 of the capital loss on categories, or if you have a loss remaining aftertaxable income in a separate limit income cate-line 5 of the Form 1116 for general category allocating your foreign losses to other separategory, and you have income in one or more of theincome. categories, you have an overall foreign loss. Ifother separate categories, you must first reduce
($100 × 0.4286) you use this loss to offset U.S. source incomethe income in these other categories by the loss

(resulting in a reduction of your U.S. tax liability),before reducing income from U.S. sources.
Example 8. Dawn has a $20 net capital loss you must recapture your loss in each suc-

in the 15% rate group that is passive category ceeding year in which you have taxable incomeNote. The amount of your taxable income (or
income, a $40 net capital loss in the 15% rate from foreign sources in the same separate limitloss) in a separate category is determined after
group that is general category income, a $50 category. You must recapture the overall lossany adjustments you make to your foreign
U.S. source net capital gain in the 15% rate regardless of whether you chose to claim thesource qualified dividends or your foreign
group, and a $50 net capital gain in the 28% rate foreign tax credit for the loss year.source capital gains (losses). See Qualified Divi-
group that is passive category income, as You recapture the loss by treating part ofdends and Adjustments to Foreign Source Capi-
shown in the following table. your taxable income from foreign sources in atal Gains and Losses earlier under Capital Gains

later year as U.S. source income. In addition, if,and Losses.Income in a later year, you sell or otherwise dispose of
category 28% rate 15% rate property used in your foreign trade or business,Example. You have $10,000 of passive cat-

you may have to recognize gain and treat it asForeign egory income and incur a loss of $5,000 of
U.S. source income, even if the dispositionPassive $50 ($20) general category income. You must use the
would otherwise be nontaxable. See Disposi-$5,000 loss to offset $5,000 of passive categoryForeign tions, later. The amount you treat as U.S. sourceincome.General ($40)
income reduces the foreign source income, and

U.S. Source $50 therefore reduces the foreign tax credit limit.How to allocate. You must allocate foreign
You must establish separate accounts forlosses among the separate limit income catego-

each type of foreign loss that you sustain. Theries in the same proportion as each category’sOf the total $60 of foreign source net capital
balances in these accounts are the overall for-income bears to total foreign income.losses in the 15% rate group, $50 is treated as
eign loss subject to recapture. Reduce theseoffsetting the $50 U.S. source net capital gain in
balances at the end of each tax year by the lossExample. You have a $2,000 loss that isthe 15% rate group. (See Step 3(1).)
that you recaptured. You must attach a state-general category income, $3,000 of passive cat-$16.67 of the $50 is treated as coming from ment to your Form 1116 to report the balancesegory income, and $2,000 of income re-sourcedpassive category income.
(if any) in your overall foreign loss accounts.by treaty. You must allocate the $2,000 loss to($50 × $20/$60)

the income in the other separate categories.$33.33 of the $50 is treated as coming from Overall foreign loss. You have an overall for-
60% ($3,000/$5,000) of the $2,000 loss (orgeneral category income. eign loss if your gross income from foreign($50 × $40/$60) $1,200) reduces passive category income and

sources for a tax year is less than the sum of
40% ($2,000/$5,000) or $800 reduces the in-

The remaining $10 of foreign source net capital your expenses, losses, or other deductions that
come re-sourced by treaty.

losses in the 15% rate group are treated as you allocated and apportioned to foreign income
offsetting net capital gain in the 28% rate group. Loss more than foreign income. If you under the rules explained earlier under Deter-
(See Step 3(2)(c).) have a loss remaining after reducing the income mining Taxable Income From Sources Outside
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the United States. But see Losses not consid- b. The balance in the overall foreign loss 2) Taxable general category
ered, later, for exceptions. account for that category. income after allocation of

foreign losses — General
category income . . . . . . . . . $12,560Example. You are single and have gross 2. 50% (or more, if you choose) of your total

dividend income of $10,000 from U.S. sources. Less: Itemized deductions taxable income from foreign sources.
allocable to that income You also have a greater-than-10% interest in a

If the total foreign income subject to ($100,000/$120,000 foreign partnership in which you materially par- × $6,000) . . . . . . . . . . . . . 5,000recharacterization is the amount described in 1
ticipate. The partnership has a loss for the year,

above, then for each separate category the re- General category taxable and your distributive share of the loss is
income less allocated capture amount is the maximum potential re-

$15,000. Your share of the partnership’s gross foreign losses ($7,560 − 0) . . . . . . . . $7,560capture amount for that category . If the total
income is $100,000, and your share of its ex-

3) Total amount of maximumforeign income subject to recharacterization is
penses is $115,000. Your only foreign source potential recapture in all foreignthe amount described in 2 above, then for each
income is your share of partnership income, loss accounts (smaller of (1) orseparate category the recapture amount is (2)) . . . . . . . . . . . . . . . . . $7,560which is general category income. You are a

computed by multiplying the total recapture
bona fide resident of a foreign country and you 4) Foreign source net income . . . $12,560amount by the following fraction:
elect to exclude your foreign earned income. Less: Itemized deductions 
You exclude the maximum $87,600. You also allocable to foreign source Maximum potential recapture amount

net income ($100,000/ have itemized deductions of $6,100 that are not for the overall foreign loss account in
$120,000 × $6,000) . . . . . . . 5,000 $7,560definitely related to any item of income. the separate category

5) 50% of foreign source taxable incomeIn figuring your overall foreign loss for gen-
Total amount of maximum potential subject to recapture . . . . . . . . . . . . $3,780eral category income for the year, you must recapture in all overall foreign loss 6) Recapture for 2008 (smaller of allocate a ratable part of the $6,100 in itemized accounts (3), or (5)) . . . . . . . . . . . . . . . . . . $3,780deductions to the foreign source income. You

figure the ratable part of the $6,100 that is for The amount of the recapture is shown on lineExample. During 2007 and 2008, you were
foreign source income, based on gross income, 15, Form 1116.single and a 20% general partner in a partner-
as follows: ship that derived its income from Country X. You Recapturing more overall foreign loss

also received dividend income from U.S. than required. If you want to make an election$100,000 (Foreign gross income) × $6,100 = $5,545 sources during those years.$110,000 (Total gross income) or change a prior election to recapture a greater
For 2007, the partnership had a loss and part of the balance of an overall foreign loss

your share was $20,000, consisting of $110,000Therefore, your overall foreign loss for the account than is required (as discussed earlier),
gross income less $130,000 expenses. Your netyear is $7,405, figured as follows: you must attach a statement to your Form 1116.
loss from the partnership was $8,600, after de- If you change a prior year’s election, you should

Foreign gross income . . . . . . . . . . . $100,000 ducting the foreign earned income exclusion file Form 1040X.Less: and definitely related allowable expenses. This The statement you attach to Form 1116 must Foreign earned income 
loss is related to general category income. Yourexclusion . . . . . . . . . . $87,600 show:
U.S. dividend income was $20,000. Your item-Allowable definitely related 

• The percentage and amount of your for-ized deductions totaled $6,000 and were notexpenses ($12,400/
eign taxable income that you are treating$100,000 × $115,000) . . 14,260 definitely related to any item of income. In figur-

Ratable part of itemized as U.S. source income, anding your taxable income for 2007, you deducted
deductions . . . . . . . . . 5,545 107,405 your share of the partnership loss from Country • The percentage and amount of the bal-Overall foreign loss . . . . . . . . . . . . $ 7,405

X from your U.S. source income. ance (both before and after the recapture)
During 2008, the partnership had net income in the overall foreign loss account that youLosses not considered. You do not con-

from Country X. Your share of the net income are recapturing.sider the following in figuring an overall foreign was $40,000, consisting of $100,000 gross in-
loss in a given year. come less $60,000 expenses. Your net income Deduction for foreign taxes. You must re-

from the partnership was $12,560, after deduct-• Net operating loss deduction. capture part (or all, if applicable) of an overall
ing the foreign earned income exclusion and the foreign loss in tax years in which you deduct,• Foreign expropriation loss not compen- definitely related allowable expenses.  This is rather than credit, your foreign taxes. You recap-sated by insurance or other reimburse- general category income. You also received div- ture the lesser of:ment. idend income of $20,000 from U.S. sources.

• The balance in the applicable overall for-Your itemized deductions were $6,000, which• Casualty or theft loss not compensated by
eign loss account, orare not definitely related to any item of income.insurance or other reimbursement.

You paid income taxes of $4,000 to Country X • The foreign source taxable income of the
on your share of the partnership income. same separate limit category that resultedRecapture provision. If you have an overall When figuring your foreign tax credit for in the overall foreign loss minus the for-foreign loss for any tax year and use the loss to 2008, you must find the foreign source taxable eign taxes imposed on that income.offset U.S. source income, part of your foreign income that you must treat as U.S. source in-

source taxable income (in the same separate come because of the foreign loss recapture pro-
Dispositions. If you dispose of appreciatedlimit category as the loss) for each succeeding visions.
trade or business property used predominantlyyear is treated as U.S. source taxable income. You figure the foreign taxable income that
outside the United States, and that propertyThe part that is treated as U.S. source taxable you must recapture as follows:
generates foreign source taxable income of theincome is the smaller of the following:

A. Determination of 2007 Overall Foreign Loss same separate limit category that resulted in an
1. The total amount of maximum potential re- overall foreign loss, the disposition is subject to1) Partnership loss from Country X . . . . . $8,600

capture in all overall foreign loss accounts. the recapture rules. Generally, you are consid-
2) Add: Part of itemized deductions 

The maximum potential recapture in any ered to recognize foreign source taxable incomeallocable to gross income from 
in the same separate limit category as the over-account for a category is the lesser of: Country X
all foreign loss to the extent of the lesser of:

$110,000a. The current year taxable income from × $6,000 = $5,077$130,000 • The fair market value of the property thatforeign sources in that category (the
is more than your adjusted basis in the3) Overall foreign loss for 2007 . . . . . . . $13,677amount from Form 1116, line 14 less
property, orB. Amount of Recapture for 2008any adjustment for allocation of foreign

losses and U.S. losses for that cate- • The remaining amount of the overall for-1) Balance for general category
 income foreign loss account . . . . . . . $13,677gory, discussed earlier), or eign loss not recaptured in prior years or
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in the current year as described earlier solely because of the disposition rules is the This makes the current year’s total passive cate-
same as if you had sold or exchanged the prop-under Recapture provision and Recaptur- gory income $5,200 ($4,000 + $1,200). Simi-
erty.ing more overall foreign loss than re- larly, because $800 of the general category loss

quired. was used to reduce your income re-sourced byHowever, a disposition does not include either
treaty, $800 of the general category incomeof the following:This rule applies to a disposition whether or not
must be recharacterized as income re-sourcedyou actually recognized gain on the disposition • A disposition of property that is not a ma- by treaty. This makes the current year’s total ofand irrespective of the source (U.S. or foreign) of terial factor in producing income. (This ex- income re-sourced by treaty $1,800 ($1,000 +any gain recognized on the disposition. ception does not apply to the disposition of $800). The total general category income is

stock in a controlled foreign corporationThis rule also generally applies to a gain on $3,000 ($5,000 − $1,200 − $800).
(CFC) to which Internal Revenue Codethe disposition of stock in a controlled foreign
section 904(f)(3)(D) applies.)corporation (CFC) if you owned more than 50%

Recapture of Overall Domestic(by vote or value) of the stock right before you • A transaction in which gross income is not
disposed of it. See Internal Revenue Code sec- Loss Accountsrealized.
tion 904(f)(3)(D) for more information.

If you have an overall domestic loss for any taxThe foreign source taxable income that you Basis adjustment. If gain is recognized on
year beginning after 2006, you create, or in-are considered to recognize is generally subject a disposition solely because of an overall foreign
crease the balance in, and overall domestic lossto recapture as U.S. source income in an loss account balance at the time of the disposi-
account and you must recharacterize a portionamount equal to the lesser of: tion, the recipient of the property must increase
of your U.S. source taxable income as foreignits basis by the amount of gain deemed recog-
source taxable income in succeeding years for1. Your foreign source taxable income in the nized. If the property was transferred by gift, its
purposes of the foreign tax credit.same separate limit category as the overall basis in the hands of the donor immediately prior

foreign loss, or The part that is treated as foreign sourceto the gift is increased by the amount of gain
taxable income for the tax year is the smaller of:deemed recognized.2. 100% of your total foreign source taxable

income for the year. • The total balance in your overall domestic
loss account in each separate categoryIf you actually recognized foreign source Recapture of Separate Limitation (less amounts recaptured in earlier years),gain in the same separate limit category as the Loss Accounts oroverall foreign loss on a disposition of property

If, in a prior tax year, you reduced your foreigndescribed earlier, you must reduce the foreign • 50% of your U.S. source taxable income
taxable income in the separate limit category bysource taxable income in that separate limit cat- for the tax year.
a pro rata share of a loss from another category,egory by the amount of gain you are required to
you must recharacterize in 2008 all or part of any You must establish and maintain separaterecapture. If you recognized foreign source gain
income you receive in 2008 in that loss category.in a different separate limit category than the overall domestic loss accounts for each sepa-
If you have separate limitation loss accounts inoverall foreign loss on a disposition of property rate category in which foreign source income is
the loss category relating to more than one otherdescribed earlier, you are required to reduce offset by the domestic loss. The balance in each
category and the total balances in those lossyour foreign source taxable income in that sepa- overall domestic loss account is the amount of
accounts exceed the income you receive inrate limit category for gain that is considered the overall domestic loss subject to recapture.
2008 in the loss category, then income in theforeign source taxable income in the overall for- The recharacterized income is allocated among
loss category is recharacterized as income ineign loss category and subject to recapture. If and increases foreign source income in sepa-
those other categories in proportion to the bal-you did not otherwise recognize gain on a dispo- rate categories in proportion to the balances of
ances of the separate limitation loss accountssition of property described earlier, you must the overall domestic loss accounts for those
for those other categories. You recharacterizeinclude in your U.S. source income the foreign separate categories.
the income by:source taxable income you are required to rec- For more information, see the Instructions for

ognize and recapture. Form 1116.• Increasing foreign taxable income (ad-
justed by any of the other adjustmentsPredominant use outside United States.
previously mentioned) for each of the sep-Property is used predominantly outside the Tax Treaties
arate categories (other than the loss cate-United States if it was located outside the United
gory) previously reduced by any The United States is a party to tax treaties thatStates more than 50% of the time during the
recharacterized income, and are designed, in part, to prevent double taxation3-year period ending on the date of disposition.

of the same income by the United States and theIf you used the property fewer than 3 years, • Decreasing foreign taxable income (ad-
treaty country. Many treaties do this by allowingcount the use during the period it was used in a justed by any of the other adjustments
you to treat U.S. source income as foreigntrade or business. previously mentioned) for the loss cate-
source income. Certain treaties have specialgory by the amount of recharacterized in-Disposition defined. A disposition includes rules you must consider when figuring your for-come.the following transactions. eign tax credit if you are a U.S. citizen residing in
the treaty country. These rules generally allow• A sale, exchange, distribution, or gift of

Example. In 2007, you had a $2,000 loss an additional credit for part of the tax imposed byproperty.
that was general category income, $3,000 of the treaty partner on U.S. source income. It is• A transfer upon the foreclosure of a secur- passive category income, and $2,000 of income separate from, and in addition to, your foreign

ity interest (but not a mere transfer of title re-sourced by treaty. You had to allocate the tax credit for foreign taxes paid or accrued on
to a creditor or debtor upon creation or $2,000 loss to the income in the other separate foreign source income. The treaties that provide
termination of a security interest). categories. 60% ($3,000 ÷ $5,000) of the $2,000 for this additional credit include those with Aus-

loss (or $1,200) reduced passive category in- tralia, Austria, Bangladesh, Belgium, Canada,• An involuntary conversion.
come and 40% ($2,000 ÷ $5,000) or $800 re- Denmark, Finland, France, Germany, Ireland,• A contribution to a partnership, trust, or duced the income re-sourced by treaty. Israel, Japan, Luxembourg, Mexico, the Nether-

corporation. lands, New Zealand, Portugal, Slovenia, SouthIn 2008, you have $4,000 of passive cate-
Africa, Sweden, Switzerland, and the United• A transfer at death. gory income, $1,000 of income re-sourced by
Kingdom. There is a worksheet at the end of thistreaty, and $5,000 of general category income.• Any other transfer of property whether or publication to help you figure the additionalBecause $1,200 of the general category lossnot gain or loss is normally recognized on credit. But do not use this worksheet to figure thewas used to reduce your passive category in-the transfer. additional credit under the treaties with Australiacome in 2007, $1,200 of the current year’s gen-

The character of the income (for example, as and New Zealand. Also, do not use this work-eral category income of $5,000 must be
ordinary income or capital gain) recognized sheet for income that is in the “Incomerecharacterized as passive category income.
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Re-Sourced By Treaty” category discussed ear- have paid this unused foreign tax first in 2007 Time Limit on
lier under Separate Limit Income. (the first preceding tax year) up to the excess Tax Assessmentlimit in that year of $100. You can then carry

You can get more information, and the
forward the remaining $100 of unused tax. When you carry back an unused foreign tax, theworksheet to figure the additional

IRS is given additional time to assess any taxcredit under the Australia and New Example 2. All your foreign income is gen-
resulting from the carryback. An assessmentZealand treaties, by writing to: eral category income for 2007, 2008, and 2009.

Internal Revenue Service can be made up to the end of one year after theBefore 2007, all of your foreign income was in
International Section expiration of the statutory period for an assess-the general limitation income category. In 2004,
P.O. Box 920 ment relating to the year in which the carrybackyou had an unused foreign tax of $200. Because
Bensalem, PA 19020-8518. originated. you had no foreign income in 2002 and 2003,

You can also contact the United States Tax you cannot carry back the unused foreign tax to
Attaché at the U.S. Embassies in London or Claim for Refundthose years. (The carryback period for unused
Paris, or the U.S. consulate in Frankfurt, as foreign taxes arising in tax years beginning

If you have an unused foreign tax that you areappropriate, for assistance. before October 23, 2004, is 2 years.) However,
carrying back to the first preceding tax year, youyou may be able to carry forward the unused tax

Report required. You may have to report cer- should file Form 1040X for that tax year andto the next 10 years. The limit on your credit and
tain information with your return if you claim a attach a revised Form 1116. the qualified foreign taxes paid on general limita-
foreign tax credit under a treaty provision. For tion income for 2004–2006 (general category
example, if a treaty provision allows you to take income for 2007, 2008 and 2009) are as follows: Taxes All Crediteda foreign tax credit for a specific tax that is not

or All Deductedallowed by the Internal Revenue Code, you
Your Tax Unused foreign tax (+)must report this information with your return. To

In a given year, you must either claim a credit forlimit paid or excess limit (−)report the necessary information, use Form
all foreign taxes that qualify for the credit or8833,  Treaty-Based Return Position Disclosure 2004 $600 $800 +200
claim a deduction for all of them. This rule isUnder Section 6114 or 7701(b).

2005 $600 $700 +100 applied with the carryback and carryover proce-If you do not report this information, you may
dure, as follows.have to pay a penalty of $1,000. 2006 $500 $700 +200

• You cannot claim a credit carryback orYou do not have to file Form 8833 if 2007 $550 $400 −150
carryover from a year in which you de-you are claiming the additional foreign 2008 $800 $700 −100 ducted qualified foreign taxes.tax credit (discussed previously).

TIP

2009 $500 $550 + 50 • You cannot deduct unused foreign taxes
in any year to which you carry them, evenYou cannot carry the $200 of unused foreign
if you deduct qualified foreign taxes actu-tax from 2004 to 2005 or 2006 because you
ally paid in that year.Carryback and have no excess limit in either of those years.

Therefore, you carry the tax forward to 2007, up • You cannot claim a credit for unused for-Carryover to the excess limit of $150. The carryover eign taxes in a year to which you carry
reduces your excess limit in that year to zero. them unless you also claim a credit forIf, because of the limit on the credit, you cannot The remaining unused foreign tax of $50 from foreign taxes actually paid or accrued inuse the full amount of qualified foreign taxes 2004 can be carried to 2008. At this point, you that year.paid or accrued in the tax year, you are allowed have fully absorbed the unused foreign tax from

a 1-year carryback and then a 10-year carryover • You cannot carry back or carry over any2004 and can carry it no further. You can also
of the unused foreign taxes. unused foreign taxes to or from a year forcarry forward the unused foreign tax from 2005

This means that you can treat the unused which you elect not to be subject to theand 2006.
foreign tax of a tax year as though the tax were foreign tax credit limit. See Exemption
paid or accrued in your first preceding and 10 from foreign tax credit limit under How ToSpecial rules for carryforwards of pre-2007
succeeding tax years up to the amount of any Figure the Credit, earlier.unused foreign taxes. The foreign taxes car-
excess limit in those years. A period of less than ried forward generally are allocated to your
12 months for which you make a return is con- post-2006 separate income categories to which Unused taxes carried to deduction year. Ifsidered a tax year.  those taxes would have been allocated if the you carry unused foreign taxes to a year inThe unused foreign tax in each category is taxes were paid or accrued in a tax year begin- which you chose to deduct qualified foreignthe amount by which the qualified taxes paid or ning after 2006. Alternatively, you can allocate taxes, you must compute a foreign tax creditaccrued are more than the limit for that category. unused foreign taxes in the pre-2007 separate limit for the deduction year as if you had chosenThe excess limit in each category is the amount category for passive income to the post-2006 to credit foreign taxes for that year. If the creditby which the limit is more than the qualified separate category for passive category income, computation results in an excess limit (as de-taxes paid or accrued for that category. and you can allocate all other unused foreign fined earlier) for the deduction year, you mustFigure your carrybacks or carryovers sepa- taxes in the eliminated categories to the

treat the unused foreign taxes carried to therately for each separate limit income category. post-2006 separate category for general cate-
deduction year as absorbed in that year. YouThe mechanics of the carryback and carry- gory income.

over are illustrated by the following examples. cannot actually deduct or claim a credit for the
unused foreign taxes carried to the deduction

Effect of bankruptcy or insolvency. If yourExample 1. All of your foreign income is year. But, this treatment reduces the amount ofdebts are canceled because of bankruptcy orgeneral category income for 2007 and 2008. unused foreign taxes that you can carry to an-insolvency, you may have to reduce your un-The limit on your credit and the qualified foreign other year.used foreign tax carryovers to or from the taxtaxes paid on the income are as follows: Because you cannot deduct or claim a credityear of the debt cancellation by 331/3 cents for
for unused foreign taxes treated as absorbed ineach $1 of canceled debt that you exclude from

Your Tax Unused foreign tax (+) a deduction year, you will get no tax benefit foryour gross income. Your bankruptcy estate may
limit paid or excess limit (−) them unless you file an amended return to re-have to make this reduction if it has acquired

verse your choice from deducting the taxes toyour unused foreign tax carryovers. Also, you2007 $200 $100 −100
claiming the credit. You have 10 years from themay not be allowed to carry back any unused

2008 $300 $500 +200 due date of the return for the deduction year toforeign tax to a year before the year in which the
make this change. See Making or Changingbankruptcy case began. For more information,

see Reduction of Tax Attributes in Publication Your Choice, under Choosing To Take Credit orIn 2008, you had unused foreign tax of $200
908, Bankruptcy Tax Guide.to carry to other years. You are considered to Deduction, earlier.
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returns for other years, you must make the allo-
cation described in Allocations Between Hus-
band and Wife.

Allocations Between
Husband and Wife

You may have to allocate an unused foreign tax
or excess limit for a tax year in which you and
your spouse filed a joint return. This allocation is
needed in the following three situations. 

1. You and your spouse file separate returns
for the current tax year, to which you carry
an unused foreign tax from a tax year for
which you and your spouse filed a joint
return.

2. You and your spouse file separate returns
for the current tax year, to which you carry
an unused foreign tax from a tax year for
which you and your spouse filed separate
returns, but through a tax year for which
you and your spouse filed a joint return.

3. You and your spouse file a joint return for
the current tax year, to which you carry an
unused foreign tax from a tax year for
which you and your spouse filed a joint
return, but through a tax year for which you
and your spouse filed separate returns.

These three situations are illustrated in Figure A.
In each of the situations, 2008 is the current
year.

Method of allocation. For a tax year in which
you must allocate the unused foreign tax or the
excess limit for your separate income categories
between you and your spouse, you must take
the following steps.

Figure A. Allocation Between Husband and Wife

You and your spouse file
separate returns for the
current tax year (2008), to
which you carry an
unused foreign tax from a
tax year for which you
and your spouse filed a
joint return.

2007 (Joint return—Unused foreign tax year)

2008 (Separate return—Excess limit year)

You and your spouse file
separate returns for the
current tax year (2008), to
which you carry an
unused foreign tax from a
tax year for which you
and your spouse filed
separate returns, but
through a tax year for
which you and your
spouse filed a joint return.

2006 (Separate returns—Unused foreign tax year)

2007 (Joint return—Excess limit year)

2008 (Separate returns—Excess limit year)

You and your spouse file
a joint return for the
current tax year (2008), to
which you carry an
unused foreign tax from a
tax year for which you
and your spouse filed a
joint return, but through a
tax year for which you
and your spouse filed
separate returns.

2006 (Joint return—Unused foreign tax year)

2007 (Separate returns—Excess limit year)

2008 (Joint return—Excess limit year)

J—Joint return filed
S—Separate return filed

J

S

J

SS

SS

J

SS

J
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(In the following situations, you have to allocate an unused foreign tax or excess limit for a tax
year in which you and your spouse filed a joint return.)

S

1. Figure a percentage for each separate in-
Example. In 2008, you paid foreign taxes of tax or excess limit in each separate limit cate-

come category by dividing the taxable in-
$600 on general category income. You have a gory on the basis of your combined income, come of each spouse from sources outside
foreign tax credit carryover of $200 from the deductions, taxes, and credits. the United States in that category by the
same category from 2007. For 2008, your for- For a tax year in which you and your spouse joint taxable income from sources outside
eign tax credit limit is $700. file separate returns, you figure the unused for- the United States in that category. Then,

If you choose to claim a credit for your for- eign tax or excess limit by using only your own apply each percentage to its category’s
eign taxes in 2008, you would be allowed a separate income, deductions, taxes, and cred- joint foreign tax credit limit to find the part
credit of $700, consisting of $600 paid in 2008 its. However, if you file a joint return for any other of the limit allocated to each spouse.
and $100 of the $200 carried over from 2007. year involved in figuring a carryback or carry-

2. Figure the part of the unused foreign tax,You will have a credit carryover to 2009 of $100, over of unused foreign tax to the current tax
or of the excess limit, for each separatewhich is your unused 2007 foreign tax credit year, you will need to make an allocation, as
income category allocable to each spouse.carryover. explained under Allocations Between Husband
You do this by comparing the allocatedIf you choose to deduct your foreign taxes in and Wife, later.
limit (figured in (1)), with the foreign taxes2008, your deduction will be limited to $600,
paid or accrued by each spouse on incomewhich is the amount of taxes paid in 2008. You

Continuous use of joint return. If you and in that category. If the foreign taxes youare not allowed a deduction for any part of the
your spouse file a joint return for the current tax paid or accrued for that category are morecarryover from 2007. However, you must treat
year, and file joint returns for each of the other than your part of its limit, you have an$100 of the credit carryover as used in 2008,
tax years involved in figuring the carryback or unused foreign tax. If, however, your partbecause you have an unused credit limit of $100
carryover of unused foreign tax to the current tax of that limit is more than the foreign taxes($700 limit minus $600 of foreign taxes paid in
year, you figure the joint carryback or carryover you paid or accrued, you have an excess2008). This reduces your carryover to later
to the current tax year using the joint unused limit for that category.years.
foreign tax and the joint excess limits.If you claimed the deduction for 2008 and

later decided you wanted to receive a benefit for Allocation of the carryback and carryover.
Joint and separate returns in different years.that $100 part of the 2007 carryover, you could The mechanics of the carryback and carryover,
If you and your spouse file a joint return for thereverse the choice of a deduction for 2008. You when allocations between husband and wife are
current tax year, but file separate returns for allwould have to claim a credit for those taxes by needed, are illustrated by the following example.
the other tax years involved in figuring the car-filing an amended return for 2008 within the time
ryback or carryover of the unused foreign tax toallowed. Example. A Husband (H) and Wife (W) filed
the current tax year, your separate carrybacks joint returns for 2004, 2006, and 2007, and sep-
or carryovers will be a joint carryback or carry- arate returns for 2005 and 2008. Neither H norMarried Couples
over to the current tax year. W had any unused foreign tax or excess limit for

In other cases in which you and your spouseFor a tax year in which you and your spouse file any year before 2004. For the tax years in-
file joint returns for some years and separatea joint return, you must figure the unused foreign volved, the income, unused foreign tax, excess
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limits, and carrybacks and carryovers are gen- either spouse’s excess limit in the deduction Category Checked Above). Enter the gross
eral category income (general limitation income year by the other’s unused foreign taxes in that amounts of your foreign or possession
for 2004, 2005, and 2006) are shown in Table 5. year. source income in the separate limit cate-

W’s allocated part of the unused foreign tax gory for which you are completing the
from 2004 ($30) is partly absorbed by her sepa- form. Do not include income you excluded
rate excess limit of $20 for 2005, and then fully on Form 2555 or Form 2555-EZ. From
absorbed by her allocated part of the joint ex- these, subtract the deductions that are def-How To Claim
cess limit for 2006 ($20). H’s allocated part of initely related to the separate limit income,
the unused foreign tax from 2004 ($50) is fully the Credit and a ratable share of the deductions not
absorbed by his allocated part of the joint excess definitely related to that income. If, in a
limit ($65) for 2006. You must file Form 1116 to claim the foreign tax separate limit category, you received in-H’s separate unused foreign tax from 2005 credit unless you meet one of the following ex- come from more than one foreign country($25) is partly absorbed (up to $15) by his re- ceptions. or U.S. possession, complete a separatemaining excess limit in 2006, and then fully ab-

column for each. You do not need to reportsorbed by W’s remaining part of the joint excess Exceptions. If you meet the requirements dis- income passed through from a regulatedlimit for 2006 ($10). Each spouse’s excess limit
cussed under Exemption from foreign tax limit, investment company (RIC) on a country byon the 2006 joint return is reduced by:
earlier, and choose to be exempt from the for- country basis. Aggregate all income
eign tax credit limit, do not file Form 1116. In-1. Each spouse’s carryover from earlier years passed through from a RIC in a single col-
stead, enter your foreign taxes directly on Form(W’s carryover of $10 from 2004 and H’s umn in Part I. Enter “RIC” on line g of Part
1040, line 47, or Form 1040NR, line 44.carryovers of $50 from 2004 and $15 from I.

2005). If you are a shareholder of a controlled for-
2. Part II—Foreign Taxes Paid or Accrued.eign corporation and chose to be taxed at corpo-2. The other spouse’s carryover. (H’s carry- This part shows the foreign taxes you paidrate rates on the amount you must include inover of $10 from 2005 is absorbed by W’s or accrued on the income in the separategross income from that corporation, use Formremaining excess limit.) limit category in foreign currency and U.S.1118 to claim the credit. See Controlled foreign

dollars. If you paid (or accrued) foreign taxW’s allocated part of the unused foreign tax corporation shareholder under You Must Have
to more than one foreign country or U.S.of $69 from 2007 is partly absorbed by her Paid or Accrued the Tax, earlier.

excess limit in 2008 ($10), and the remaining possession, complete a separate line for
$59 will be a carryover to general category in- each. If you receive income passedForm 1116come for 2009 and the following 8 years unless through from a RIC, aggregate all income
absorbed sooner. H’s allocated part of the un- on a single line in Part II.You must file a Form 1116 with your U.S. in-
used foreign tax of $104 from 2007 is partly come tax return, Form 1040 or Form 1040NR. 3. Part III—Figuring the Credit. You use thisabsorbed by his excess limit in 2008 ($50), and You must file a separate Form 1116 for each of part to figure the foreign tax credit that isthe remaining $54 will be a carryover to 2009 the following categories of income for which you allowable.and the following 8 years unless absorbed claim a foreign tax credit.
sooner. 4. Part IV—Summary of Credits From Sepa-

• Passive category income. rate Parts III. You use this part on one
Form 1116 (the one with the largest• General category income.Joint Return Filed amount entered on line 21) to summarize• Section 901(j) income.in a Deduction Year the foreign tax credits figured on separate
Forms 1116.• Income re-sourced by treaty.When you file a joint return in a deduction year,

and carry unused foreign tax through that year • Lump-sum distributions.
from the prior year in which you and your spouse Records To Keep
filed separate returns, the amount absorbed in A Form 1116 consists of four parts as ex-
the deduction year is the unused foreign tax of plained next.

You should keep the following recordseach spouse deemed paid or accrued in the
in case you are later asked to verify the1. Part I—Taxable Income or Loss Fromdeduction year up to the amount of that spouse’s
taxes shown on your Form 1116, FormSources Outside the United States (for RECORDSexcess limit in that year. You cannot reduce

1040, or Form 1040NR. You do not have to
attach these records to your Form 1040 or FormTable 5. Carryback/Carryover
1040NR.

Tax year 2004 2005 2006 2007 2008 • A receipt for each foreign tax payment.
Return Joint Separate Joint Joint Separate • The foreign tax return if you claim a credit

for taxes accrued.H’s unused foreign tax to be carried
back or over, or excess limit* • Any payee statement (such as Form
(enclosed in parentheses) . . . . . $50 $25 ($65) $104 ($50) 1099-DIV or Form 1099-INT) showing for-

W’s unused foreign tax to be carried eign taxes reported to you.
back or over, or excess limit*
(enclosed in parentheses) . . . . . $30 ($20) ($20) $69 ($10)

The receipt or return you keep as proof should
Carryover absorbed:

be either the original, a duplicate original, a duly
W’s from 2004 . . . . . . . . . . . . — 20W 10W — —

certified or authenticated copy, or a sworn copy.
H’s from 2004 . . . . . . . . . . . . . — — 50H — —

If the receipt or return is in a foreign language,
H’s from 2005 . . . . . . . . . . . . . — — 15H — —

you also should have a certified translation of it.″ . . . . . . . . . . . . . . . . . — — 10W — —
Revenue Ruling 67-308 in Cumulative BulletinW’s from 2007 . . . . . . . . . . . . — — — — 10W
1967-2 discusses in detail the requirements ofH’s from 2007 . . . . . . . . . . . . . — — — — 50H
the certified translation. Issues of the Cumula-W = Absorbed by W’s excess limit
tive Bulletin are available in most IRS offices andH = Absorbed by H’s excess limit
you are welcome to read them there.

* General category income only
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return and the amount he excludes as foreignPart IV—Summary of Credits
earned income. He cannot deduct the part of theFrom Separate Parts IIISimple Example — expenses related to the income that he ex-
cludes. He figures his allowable expenses (re-Because this is the only Form 1116 that BetsyFilled-In Form 1116 lated to the wages earned in Country X) asmust complete, she does not need to fill in lines
follows:22 through 26 of Part IV.Betsy Wilson is single, under 65, and is a U.S.

citizen. She earned $45,000 working as a night  $12,400 × $2,400 = $298auditor in Pittsburgh. She owns 200 shares in $100,000
XYZ mutual fund that invests in Country Z corpo-

His employee business expense deduction isComprehensiverations. She received a dividend of $620 from $842. This is the difference between his busi-
XYZ, which withheld and paid tax of $93 to ness expenses of $1,298 ($298 + $1,000 fromExample —
Country Z on her dividend. XYZ reported this U.S. business trip) and the 2%-of-adjusted-
information to her on Form 1099-DIV. Filled-In Form 1116 gross-income limit ($456).

Betsy elects to be exempt from the foreign
Robert Smith, a U.S. citizen, is a salesman whotax credit limit because her only foreign taxable Forms 1116
lived and worked in Country X for all of 2008,income is passive income (dividend of $620)
except for one week he spent in the United Robert must use two Forms 1116 to figure hisand the amount of taxes paid ($93) is not more
States on business. He is single and under 65. allowable foreign tax credit. On one Form 1116,than $300. To claim the $93 as a credit, Betsy He is a cash-basis taxpayer who uses the calen- he will mark the block to the left of General

enters $93 on Form 1040, line 47. (She can dar year as his tax year. category income, and figure his foreign tax
claim her total taxes paid of $93 because it is During the year, Robert received income credit on the wages of $12,400 (Country X
less than her “regular tax,” shown on Form 1040 from sources within Country X and the United wages minus excluded wages). On the other
line 44.) She does not file Form 1116. However, States. Form 1116, he will mark the block to the left of
she cannot carry any unused foreign taxes to Passive category income, and figure his foreignIncome from United States. Robert received
this tax year. tax credit on his interest income of $1,000 andwages of $2,400 for services performed during

dividend income of $4,000.If Betsy does not elect to be exempt from the the one week in the United States. He also
Under the later discussions for each part onforeign tax credit limit, she will need to complete received dividend income of $3,000 from

the Form 1116, Robert’s computations are ex-a Form 1116 as follows. sources within the United States. None of the
plained for each Form 1116 that must be com-dividends are qualified dividends.Betsy fills in her name and social security pleted. Both Forms 1116 are illustrated near the

number, and checks the box for passive cate- end of this publication.Income from Country X. Robert received the
gory income. following income from Country X during the year

and paid tax on the income to Country X on Computation of
December 31. The conversion rate throughoutPart I—Taxable Income or Taxable Income
the year was 2 pesos to each U.S. dollar (2:1).Loss From Sources Outside

Before making any entries on Form 1116, Rob-the United States (for Income Tax ert must figure his taxable income on Form
Category Checked Above) 1040.$100,000 wages $27,400

(200,000 pesos) (54,800 pesos) His taxable income is $10,591 figured as
Betsy enters the name of the foreign country in follows:$4,000 dividend income $450column A and shows on line 1a the amount of

(8,000 pesos) (900 pesos)
income ($620) and type of income (dividends) Gross Income

$1,000 interest income $50she received from XYZ. None of the dividends Wages (Country X) . . . . . . . . . . . $100,000(2,000 pesos) (100 pesos)are qualified dividends. Next, because Betsy
Less: Foreign earned incomedoes not itemize her deductions, she puts her
exclusion . . . . . . . . . . . . . . . . . 87,600Foreign earned income. Robert is a bonastandard deduction ($5,450) on line 3a and

fide resident of Country X and figures his allowa- $ 12,400completes 3b and 3c. Her gross foreign source ble exclusion of foreign earned income on Form
income (line 3d) is $620 and gross income from Wages (U.S.) . . . . . . . . . . . . . . . 2,4002555, Foreign Earned Income (not illustrated).
all sources (line 3e) is $45,620. She enters $74 He excludes $87,600 of the wages earned in Interest income (Country X) . . . . . . 1,000
on line 6. Line 7 is $546, the difference between Country X.

Dividend income (U.S.) . . . . . . . . . 3,000lines 1a and 6.
Itemized deductions. Robert was entitled to

Dividend income (Country X) . . . . . 4,000the following itemized deductions.Part II—Foreign Taxes Paid Total (Adjusted gross income) . . . . $22,800
or Accrued Interest on home mortgage . . . . . . . . $5,900 Less: Total Itemized Deductions 8,709

Betsy checks the “Paid” box and enters $93 on Real estate tax . . . . . . . . . . . . . . . . 1,500 Taxable income before the 
personal exemption . . . . . . . . . . . $14,091line A, columns (o) and (s), and on line 8. Charitable contribution . . . . . . . . . . . 460

Because the income was reported to Betsy Less: Personal Exemption . . . . . 3,500Employee business expenses
in U.S. dollars on Form 1099-DIV, she does not (See the following discussion for Taxable Income . . . . . . . . . . . . . $10,591
have to convert the amount shown into foreign computation.) . . . . . . . . . . . . . . . . . 849

On each Form 1116, Robert enters $14,091currency. She enters “1099 taxes” on line A,
Total . . . . . . . . . . . . . . . . . . . . . . . $8,709 (his taxable income before the personal exemp-column (j).

tion) on line 17 of Part III.
Employee business expenses. Robert

Part III—Figuring the Credit paid $3,400 of unreimbursed business ex-
penses, of which $1,000 were definitely related

Betsy figures her credit as shown on the com- to the wages earned in the United States and
pleted form. The computation shows that she $2,400 were definitely related to wages earned
may take only $75 of the amount paid to Country in Country X.
Z as a credit against her U.S. income tax. The Robert must prorate the business expenses
remaining $18 is available for a carryback and/ related to the wages earned in Country X be-
or carryover. tween the wages he includes on his U.S. tax
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Line 6. Robert adds the amounts on lines 2, Form 1116—General category income. OnPart I—Taxable
3g, and 4a, and enters that total ($4,761) on line this Form 1116, Robert enters the amount ofIncome or Loss From 6. foreign taxes paid (withheld at source), in for-

Sources Outside the eign currency and in U.S. dollars, on the wagesLine 7. He subtracts the amount on line 6
from Country X.United States (for Category from the amount on line 1a to arrive at foreign

source taxable income of $7,639 in this cate-Checked Above) Form 1116—Passive category income. On
gory. Robert enters this amount on line 7. this Form 1116, Robert enters the amount of

In figuring the limit on both Forms 1116, Robert foreign taxes paid, in foreign currency and in
Form 1116—Passive category income. Onmust separately determine his taxable income U.S. dollars, on the interest and dividend in-
this Form 1116, Robert determines the taxablefrom Country X (Form 1116, line 7). come.
income from Country X for passive interest and
dividend income.Form 1116—General category income. On Part III—Figuring

this Form 1116, Robert figures his taxable in- Line 1a. He adds the $1,000 interest in- the Credit
come from Country X for general category in- come and the $4,000 dividend income ($5,000)
come only. He does not include his passive from Country X and enters the total ($5,000) on Robert figures the amount of foreign tax credit in
category income of interest and dividends. line 1a. None of the dividends are qualified divi- Part III on each Form 1116.

dends.Line 1a. Robert enters the wages earned in Form 1116—General category income. On
Country X of $12,400 on line 1a. Line 3a–g. Robert figures the part of his this Form 1116, Robert figures the amount of

itemized deduction (real estate tax) allocable to foreign tax credit allowable for the foreign taxesLine 2. The unreimbursed employee busi-
passive category income as follows and enters paid on his wages from Country X.ness expenses related to these foreign source
the amount on line 3g.

wages included in income are $298, as shown Line 10.  He has a carryover of $200 for
unused foreign taxes paid in 2007 and entersearlier. Robert must determine which part of the $5,000 × $1,500 = $68 that amount on line 10. He attaches a schedule2%-of-adjusted-gross-income limit ($456) is al- $110,400
showing how he figured his $200 carryover tolocable to these employee business expenses.
2008 after carrying back the unused $350 taxHe figures this as follows: Line 4a. Robert apportions the qualified
paid in 2007 to the first preceding tax year. (Thishome mortgage interest to passive category in-
schedule is shown in Table 6.) The unused for- $298 come as follows:× $456 = $105 eign tax in 2007 and the excess limit in 2006 are$1,298
general category income. The unused foreign1. Enter gross foreign source

The denominator ($1,298) is the total allowable tax of $200 is carried over to general categoryincome of the type shown on
unreimbursed business expenses ($1,000 + income in 2008.Form 1116. Do not enter income
$298). The amount of deductible expenses defi- excluded on Form 2555 . . . . . . $ 5,000 Line 12. On line 12, Robert must reduce thenitely related to $12,400 of taxable foreign 2. Enter gross income from all

total foreign taxes paid by the amount related tosources. Do not enter incomewages is $193 ($298 − $105). He enters $193 on the wages he excludes as foreign earned in-excluded on Form 2555 . . . . . . $22,800line 2. He attaches this explanation to his Form come. To do this, he multiplies the $27,4003. Divide line 1 by line 2 and enter 1116 that he files with his tax return. foreign tax he paid on his foreign wages by athe result as a decimal . . . . . . .2193
fraction. The numerator of the fraction is hisLine 3a–g. Robert enters $1,500 on line 3a. 4. Enter deductible home mortgage
foreign earned income exclusion ($87,600) mi-This is his real estate tax, which is not definitely interest (from Schedule A (Form
nus a proportionate part of his definitely related1040)) . . . . . . . . . . . . . . . . . $ 5,900related to income from any source. Robert must
business expenses ($2,400 − $298 = $2,102).5. Multiply line 4 by line 3. Enterprorate this itemized deduction by using the ratio
The denominator of the fraction is his total for-the result here and on Formof gross income from Country X in general cate-
eign wages ($100,000) minus his total definitely1116, line 4a . . . . . . . . . . . . . $ 1,294gory income (line 3d) to his gross income from
related business expenses ($2,400).all sources (line 3e). For this purpose, gross He enters this amount, $1,294, on line 4a.

income from Country X and gross income from
 $87,600–$2,102 Line 6. Robert adds the amounts on lines 3g $27,400 × = $24,003all sources include the $87,600 of wages that $100,000–$2,400and 4a and enters that total ($1,362) on line 6.qualify for the foreign earned income exclusion.

He enters the result, $24,003 on line 12.Line 7. He subtracts the amount on line 6He figures the ratable part of deductions,
from the amount on line 1a to arrive at foreign$1,359, as follows and enters it on line 3g. Line 13. His total foreign taxes available for
source taxable income of $3,638 in this cate- credit are $3,597 ($200 carryover from 2007 +

$100,000 gory. Robert enters this amount on line 7. $3,397 paid in 2008 ($27,400 − $24,003)).× $1,500 = $1,359$110,400
Line 20. By completing the rest of Part III,Part II—Foreign Taxes

Robert finds that his limit is $1601.Line 4a. Robert apportions his qualified Paid or Accrued
home mortgage interest, $5,900, to general cat- Line 21. The foreign tax credit on the gen-
egory income as follows: Robert uses Part II, Form 1116, to report the eral category income is the lesser of the foreign

foreign tax paid or accrued on income from for- tax available for credit, $3,597, or the limit,
1. Enter gross foreign source income eign sources. $1601.

of the type shown on Form 1116.
Do not enter income excluded on Table 6. Robert’s Schedule Showing Computation of His Carryover
Form 2555 . . . . . . . . . . . . . . . . $12,400

2. Enter gross income from all
2006 2007sources. Do not enter income

excluded on Form 2555 . . . . . . . . $22,800
Maximum credit allowable under limit . . . . . . . . . . . $750 $1,2003. Divide line 1 by line 2 and enter 
Foreign tax paid in tax year . . . . . . . . . . . . . . . . . . 600 1,550the result as a decimal . . . . . . . . .5439

4. Enter deductible home mortgage Unused foreign tax (+) to be carried over or excess
interest (from Schedule A (Form of limit (-) over tax . . . . . . . . . . . . . . . . . . . . . . . . −$150 +$350
1040)) . . . . . . . . . . . . . . . . . . . $ 5,900 Tax credit carried back from 2007 . . . . . . . . . . . . . 150

5. Multiply line 4 by line 3. Enter the Net excess tax to be carried over to 2008 . . . . . . . . 0 +$350
result here and on Form 1116, 

Less carrybacks to 2006 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150line 4a . . . . . . . . . . . . . . . . . . . $ 3,209
Amount carried over to 2008 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $200

Robert enters this amount, $3,209 on line 4a.
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Form 1116 — Passive category income. with the largest amount on line 21. He uses the General category income. Robert has 2008
Robert now figures the foreign tax credit allowa- Part IV of Form 1116—General category in- unused foreign taxes of $1,796 ($3,397 −
ble for the foreign taxes he paid on his interest come. $1,601) and $200 of 2007 unused foreign taxes
and dividend income from Country X. available as a carryover to 2009 and later years.Robert leaves line 28 blank because he did

By completing Part III of Form 1116, he finds (The foreign taxes related to his foreign earnednot participate in or cooperate with an interna-
that the limit on his credit is $763. income exclusion are not available for carry-tional boycott during the tax year. The allowable

The foreign tax credit is the lesser of the over.) He cannot carry back any part of the 2008foreign tax credit is $2,101($500 + $1,601),
foreign tax paid, $500, or the limit, $763. unused taxes to 2007 as shown in Table 6.shown on line 29. He also enters this amount on

Form 1040, line 47. Passive category income. Robert has no un-Part IV—Summary of used foreign taxes for 2008.
Credits From Unused Foreign Taxes
Separate Parts III

Robert now determines if he has any unused
Robert summarizes his foreign tax credits for the foreign taxes that can be used as a carryback or
two types of income on Part IV of the Form 1116 carryover to other tax years.
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Country Z

620

-0-
5,450

620
45,620
.0136

74

74
546

1099 taxes

93

9393

74

620
Dividends

5,450

Betsy Wilson 111-00-1111

United States

X

X

Expenses definitely related to the income on 
line 1a (attach statement)

OMB No. 1545-0121Foreign Tax Credit1116Form (Individual, Estate, or Trust)

Department of the Treasury
Internal Revenue Service

� Attach to Form 1040, 1040NR, 1041, or 990-T.
Attachment
Sequence No. 19� See separate instructions.

Identifying number as shown on page 1 of your tax returnName

Passive category income
General category income

Lump-sum distributions

Resident of (name of country) �

Note: If you paid taxes to only one foreign country or U.S. possession, use column A in Part I and line A in Part II. If you paid taxes to
more than one foreign country or U.S. possession, use a separate column and line for each country or possession.

Taxable Income or Loss From Sources Outside the United States (for Category Checked Above)
TotalForeign Country or U.S. Possession

(Add cols. A, B, and C.)CBAEnter the name of the foreign country or U.S.
possession �

Gross income from sources within country
shown above and of the type checked above (see
page 13 of the instructions):

1a

1a

Deductions and losses (Caution: See pages 13 and 14
of the instructions):

2

3 Pro rata share of other deductions not definitely
related:

Certain itemized deductions or standard
deduction (see instructions)

a

b Other deductions (attach statement)
Add lines 3a and 3bc
Gross foreign source income (see instructions)d
Gross income from all sources (see instructions)e
Divide line 3d by line 3e (see instructions)f
Multiply line 3c by line 3fg

4 Pro rata share of interest expense (see instructions):
a Home mortgage interest (use worksheet on 

page 14 of the instructions)
b Other interest expense

5 Losses from foreign sources
Add lines 2, 3g, 4a, 4b, and 56 6
Subtract line 6 from line 1a. Enter the result here and on line 14, page 2 �7 7

Foreign Taxes Paid or Accrued (see page 14 of the instructions)
Foreign taxes paid or accruedCredit is claimed

for taxes
(you must check one) In foreign currency In U.S. dollars

Paid (n) Other
foreign taxes

paid or
accrued

(r) Other
foreign taxes

paid or
accrued

(s) Total foreign
taxes paid or

accrued (add cols.
(o) through (r))

Taxes withheld at source on: Taxes withheld at source on:
Accrued

C
ou

nt
ry

(l) Rents
and royalties

(p) Rents
and royalties

(j) Date paid
or accrued (k) Dividends (m) Interest (o) Dividends (q) Interest

A
B
C
8 Add lines A through C, column (s). Enter the total here and on line 9, page 2 � 8

For Paperwork Reduction Act Notice, see page 19 of the instructions. Form 1116 (2008)Cat. No. 11440U

Part I

Part II

a
b

c
d

e

f

(h)
(i)

g

Use a separate Form 1116 for each category of income listed below. See Categories of Income beginning on page 3 of the instructions. Check
only one box on each Form 1116. Report all amounts in U.S. dollars except where specified in Part II below.

Section 901(j) income
Certain income re-sourced by treaty

(99)

Check if line 1a is compensation for personal
services as an employee, your total
compensation from all sources is $250,000
or more, and you used an alternative basis
to determine its source (see instructions) �

b

2008
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93

-0-

93

-0-

93

546
-0-

546

40,170

.0136

5,513

75

75

75

75

Form 1116 (2008) Page 2
Figuring the Credit

9 Enter the amount from line 8. These are your total foreign taxes paid
or accrued for the category of income checked above Part I 9

10Carryback or carryover (attach detailed computation)10

11Add lines 9 and 1011

12Reduction in foreign taxes (see pages 15 and 16 of the instructions)12

13
13 Subtract line 12 from line 11. This is the total amount of foreign taxes available for credit (see

instructions)

14 Enter the amount from line 7. This is your taxable income or (loss) from
sources outside the United States (before adjustments) for the category
of income checked above Part I (see page 16 of the instructions) 14

1515 Adjustments to line 14 (see pages 16 and 17 of the instructions)

16 Combine the amounts on lines 14 and 15. This is your net foreign
source taxable income. (If the result is zero or less, you have no foreign
tax credit for the category of income you checked above Part I. Skip
lines 17 through 21. However, if you are filing more than one Form
1116, you must complete line 19.)

Individuals: Enter the amount from Form 1040, line 41 (minus any
amount on Form 8914, line 2). If you are a nonresident alien, enter the
amount from Form 1040NR, line 38 (minus any amount on Form 8914,
line 2). Estates and trusts: Enter your taxable income without the
deduction for your exemption

17

17

18Divide line 16 by line 17. If line 16 is more than line 17, enter “1”18
Individuals: Enter the amount from Form 1040, line 44. If you are a nonresident alien, enter the amount
from Form 1040NR, line 41.

19

19

20Multiply line 19 by line 18 (maximum amount of credit)20

Enter the smaller of line 13 or line 20. If this is the only Form 1116 you are filing, skip lines 22 through
26 and enter this amount on line 27. Otherwise, complete the appropriate line in Part IV (see 
page 19 of the instructions) �

21

21
Summary of Credits From Separate Parts III (see page 19 of the instructions)

22Credit for taxes on passive category income22
2323
2424
2525

2626
27

Credit for taxes on certain income re-sourced by treaty

27

28

Credit for taxes on general category income

28

Credit for taxes on lump-sum distributions

29
29

Add lines 22 through 25

Reduction of credit for international boycott operations. See instructions for line 12 beginning 
on page 15
Subtract line 28 from line 27. This is your foreign tax credit. Enter here and on Form 1040, line 47;
Form 1040NR, line 44; Form 1041, Schedule G, line 2a; or Form 990-T, line 40a �

Part IV

Part III

Caution: If you figured your tax using the lower rates on qualified dividends or capital gains, see
page 17 of the instructions.

16

Estates and trusts: Enter the amount from Form 1041, Schedule G, line 1a, or the total of Form
990-T, lines 36 and 37

Form 1116 (2008)

Enter the smaller of line 19 or line 26

Caution: If you are completing line 19 for separate category e (lump-sum distributions), see page 19
of the instructions.
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Country X

12,400

1,500

1,500
100,000
110,400

.9058
1,359

4,761
7,639

12-31-08

27,400

27,400

3,209

12,400
Wages

193

Robert Smith 000-00-0000

Country X

X

X

4,761

54,800 27,400

Expenses definitely related to the income on 
line 1a (attach statement)

OMB No. 1545-0121Foreign Tax Credit1116Form (Individual, Estate, or Trust)

Department of the Treasury
Internal Revenue Service

� Attach to Form 1040, 1040NR, 1041, or 990-T.
Attachment
Sequence No. 19� See separate instructions.

Identifying number as shown on page 1 of your tax returnName

Passive category income
General category income

Lump-sum distributions

Resident of (name of country) �

Note: If you paid taxes to only one foreign country or U.S. possession, use column A in Part I and line A in Part II. If you paid taxes to
more than one foreign country or U.S. possession, use a separate column and line for each country or possession.

Taxable Income or Loss From Sources Outside the United States (for Category Checked Above)
TotalForeign Country or U.S. Possession

(Add cols. A, B, and C.)CBAEnter the name of the foreign country or U.S.
possession �

Gross income from sources within country
shown above and of the type checked above (see
page 13 of the instructions):

1a

1a

Deductions and losses (Caution: See pages 13 and 14
of the instructions):

2

3 Pro rata share of other deductions not definitely
related:

Certain itemized deductions or standard
deduction (see instructions)

a

b Other deductions (attach statement)
Add lines 3a and 3bc
Gross foreign source income (see instructions)d
Gross income from all sources (see instructions)e
Divide line 3d by line 3e (see instructions)f
Multiply line 3c by line 3fg

4 Pro rata share of interest expense (see instructions):
a Home mortgage interest (use worksheet on 

page 14 of the instructions)
b Other interest expense

5 Losses from foreign sources
Add lines 2, 3g, 4a, 4b, and 56 6
Subtract line 6 from line 1a. Enter the result here and on line 14, page 2 �7 7

Foreign Taxes Paid or Accrued (see page 14 of the instructions)
Foreign taxes paid or accruedCredit is claimed

for taxes
(you must check one) In foreign currency In U.S. dollars

Paid (n) Other
foreign taxes

paid or
accrued

(r) Other
foreign taxes

paid or
accrued

(s) Total foreign
taxes paid or

accrued (add cols.
(o) through (r))

Taxes withheld at source on: Taxes withheld at source on:
Accrued

C
ou

nt
ry

(l) Rents
and royalties

(p) Rents
and royalties

(j) Date paid
or accrued (k) Dividends (m) Interest (o) Dividends (q) Interest

A
B
C
8 Add lines A through C, column (s). Enter the total here and on line 9, page 2 � 8

For Paperwork Reduction Act Notice, see page 19 of the instructions. Form 1116 (2008)Cat. No. 11440U

Part I

Part II

a
b

c
d

e

f

(h)
(i)

g

Use a separate Form 1116 for each category of income listed below. See Categories of Income beginning on page 3 of the instructions. Check
only one box on each Form 1116. Report all amounts in U.S. dollars except where specified in Part II below.

Section 901(j) income
Certain income re-sourced by treaty

(99)

Check if line 1a is compensation for personal
services as an employee, your total
compensation from all sources is $250,000
or more, and you used an alternative basis
to determine its source (see instructions) �

b

2008
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27,400

200

27,600

24,003

3,597

7,639
-0-

7,639

14,091

.5421

2,954

1,601

1,601

2,101
2,101

500

2,101

1,601

Form 1116 (2008) Page 2
Figuring the Credit

9 Enter the amount from line 8. These are your total foreign taxes paid
or accrued for the category of income checked above Part I 9

10Carryback or carryover (attach detailed computation)10

11Add lines 9 and 1011

12Reduction in foreign taxes (see pages 15 and 16 of the instructions)12

13
13 Subtract line 12 from line 11. This is the total amount of foreign taxes available for credit (see

instructions)

14 Enter the amount from line 7. This is your taxable income or (loss) from
sources outside the United States (before adjustments) for the category
of income checked above Part I (see page 16 of the instructions) 14

1515 Adjustments to line 14 (see pages 16 and 17 of the instructions)

16 Combine the amounts on lines 14 and 15. This is your net foreign
source taxable income. (If the result is zero or less, you have no foreign
tax credit for the category of income you checked above Part I. Skip
lines 17 through 21. However, if you are filing more than one Form
1116, you must complete line 19.)

Individuals: Enter the amount from Form 1040, line 41 (minus any
amount on Form 8914, line 2). If you are a nonresident alien, enter the
amount from Form 1040NR, line 38 (minus any amount on Form 8914,
line 2). Estates and trusts: Enter your taxable income without the
deduction for your exemption

17

17

18Divide line 16 by line 17. If line 16 is more than line 17, enter “1”18
Individuals: Enter the amount from Form 1040, line 44. If you are a nonresident alien, enter the amount
from Form 1040NR, line 41.

19

19

20Multiply line 19 by line 18 (maximum amount of credit)20

Enter the smaller of line 13 or line 20. If this is the only Form 1116 you are filing, skip lines 22 through
26 and enter this amount on line 27. Otherwise, complete the appropriate line in Part IV (see 
page 19 of the instructions) �

21

21
Summary of Credits From Separate Parts III (see page 19 of the instructions)

22Credit for taxes on passive category income22
2323
2424
2525

2626
27

Credit for taxes on certain income re-sourced by treaty

27

28

Credit for taxes on general category income

28

Credit for taxes on lump-sum distributions

29
29

Add lines 22 through 25

Reduction of credit for international boycott operations. See instructions for line 12 beginning 
on page 15
Subtract line 28 from line 27. This is your foreign tax credit. Enter here and on Form 1040, line 47;
Form 1040NR, line 44; Form 1041, Schedule G, line 2a; or Form 990-T, line 40a �

Part IV

Part III

Caution: If you figured your tax using the lower rates on qualified dividends or capital gains, see
page 17 of the instructions.

16

Estates and trusts: Enter the amount from Form 1041, Schedule G, line 1a, or the total of Form
990-T, lines 36 and 37

Form 1116 (2008)

Enter the smaller of line 19 or line 26

Caution: If you are completing line 19 for separate category e (lump-sum distributions), see page 19
of the instructions.

Publication 514 (2008) Page 31



Page 32 of 40 of Publication 514 15:16 - 12-MAR-2009

The type and rule above prints on all proofs including departmental reproduction proofs. MUST be removed before printing.

Robert Smith 000-00-0000

X

Country X

Country X

5,000

1,500

1,500
5,000

110,400
.0453

68

1,362
3,638

12-31-08 900

500

500450

1,362

5,000

1,294

100 50

Dividends, Interest

X

Expenses definitely related to the income on 
line 1a (attach statement)

OMB No. 1545-0121Foreign Tax Credit1116Form (Individual, Estate, or Trust)

Department of the Treasury
Internal Revenue Service

� Attach to Form 1040, 1040NR, 1041, or 990-T.
Attachment
Sequence No. 19� See separate instructions.

Identifying number as shown on page 1 of your tax returnName

Passive category income
General category income

Lump-sum distributions

Resident of (name of country) �

Note: If you paid taxes to only one foreign country or U.S. possession, use column A in Part I and line A in Part II. If you paid taxes to
more than one foreign country or U.S. possession, use a separate column and line for each country or possession.

Taxable Income or Loss From Sources Outside the United States (for Category Checked Above)
TotalForeign Country or U.S. Possession

(Add cols. A, B, and C.)CBAEnter the name of the foreign country or U.S.
possession �

Gross income from sources within country
shown above and of the type checked above (see
page 13 of the instructions):

1a

1a

Deductions and losses (Caution: See pages 13 and 14
of the instructions):

2

3 Pro rata share of other deductions not definitely
related:

Certain itemized deductions or standard
deduction (see instructions)

a

b Other deductions (attach statement)
Add lines 3a and 3bc
Gross foreign source income (see instructions)d
Gross income from all sources (see instructions)e
Divide line 3d by line 3e (see instructions)f
Multiply line 3c by line 3fg

4 Pro rata share of interest expense (see instructions):
a Home mortgage interest (use worksheet on 

page 14 of the instructions)
b Other interest expense

5 Losses from foreign sources
Add lines 2, 3g, 4a, 4b, and 56 6
Subtract line 6 from line 1a. Enter the result here and on line 14, page 2 �7 7

Foreign Taxes Paid or Accrued (see page 14 of the instructions)
Foreign taxes paid or accruedCredit is claimed

for taxes
(you must check one) In foreign currency In U.S. dollars

Paid (n) Other
foreign taxes

paid or
accrued

(r) Other
foreign taxes

paid or
accrued

(s) Total foreign
taxes paid or

accrued (add cols.
(o) through (r))

Taxes withheld at source on: Taxes withheld at source on:
Accrued

C
ou

nt
ry

(l) Rents
and royalties

(p) Rents
and royalties

(j) Date paid
or accrued (k) Dividends (m) Interest (o) Dividends (q) Interest

A
B
C
8 Add lines A through C, column (s). Enter the total here and on line 9, page 2 � 8

For Paperwork Reduction Act Notice, see page 19 of the instructions. Form 1116 (2008)Cat. No. 11440U

Part I

Part II

a
b

c
d

e

f

(h)
(i)

g

Use a separate Form 1116 for each category of income listed below. See Categories of Income beginning on page 3 of the instructions. Check
only one box on each Form 1116. Report all amounts in U.S. dollars except where specified in Part II below.

Section 901(j) income
Certain income re-sourced by treaty

(99)

Check if line 1a is compensation for personal
services as an employee, your total
compensation from all sources is $250,000
or more, and you used an alternative basis
to determine its source (see instructions) �

b

2008
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500

-0-

500

-0-

500

3,638
-0-

3,638

14,091

.2582

2,954

763

500

Form 1116 (2008) Page 2
Figuring the Credit

9 Enter the amount from line 8. These are your total foreign taxes paid
or accrued for the category of income checked above Part I 9

10Carryback or carryover (attach detailed computation)10

11Add lines 9 and 1011

12Reduction in foreign taxes (see pages 15 and 16 of the instructions)12

13
13 Subtract line 12 from line 11. This is the total amount of foreign taxes available for credit (see

instructions)

14 Enter the amount from line 7. This is your taxable income or (loss) from
sources outside the United States (before adjustments) for the category
of income checked above Part I (see page 16 of the instructions) 14

1515 Adjustments to line 14 (see pages 16 and 17 of the instructions)

16 Combine the amounts on lines 14 and 15. This is your net foreign
source taxable income. (If the result is zero or less, you have no foreign
tax credit for the category of income you checked above Part I. Skip
lines 17 through 21. However, if you are filing more than one Form
1116, you must complete line 19.)

Individuals: Enter the amount from Form 1040, line 41 (minus any
amount on Form 8914, line 2). If you are a nonresident alien, enter the
amount from Form 1040NR, line 38 (minus any amount on Form 8914,
line 2). Estates and trusts: Enter your taxable income without the
deduction for your exemption

17

17

18Divide line 16 by line 17. If line 16 is more than line 17, enter “1”18
Individuals: Enter the amount from Form 1040, line 44. If you are a nonresident alien, enter the amount
from Form 1040NR, line 41.

19

19

20Multiply line 19 by line 18 (maximum amount of credit)20

Enter the smaller of line 13 or line 20. If this is the only Form 1116 you are filing, skip lines 22 through
26 and enter this amount on line 27. Otherwise, complete the appropriate line in Part IV (see 
page 19 of the instructions) �

21

21
Summary of Credits From Separate Parts III (see page 19 of the instructions)

22Credit for taxes on passive category income22
2323
2424
2525

2626
27

Credit for taxes on certain income re-sourced by treaty

27

28

Credit for taxes on general category income

28

Credit for taxes on lump-sum distributions

29
29

Add lines 22 through 25

Reduction of credit for international boycott operations. See instructions for line 12 beginning 
on page 15
Subtract line 28 from line 27. This is your foreign tax credit. Enter here and on Form 1040, line 47;
Form 1040NR, line 44; Form 1041, Schedule G, line 2a; or Form 990-T, line 40a �

Part IV

Part III

Caution: If you figured your tax using the lower rates on qualified dividends or capital gains, see
page 17 of the instructions.

16

Estates and trusts: Enter the amount from Form 1041, Schedule G, line 1a, or the total of Form
990-T, lines 36 and 37

Form 1116 (2008)

Enter the smaller of line 19 or line 26

Caution: If you are completing line 19 for separate category e (lump-sum distributions), see page 19
of the instructions.
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Internet. You can access the IRS web- • TeleTax topics. Call 1-800-829-4477 to lis-
site at www.irs.gov 24 hours a day, 7 ten to pre-recorded messages coveringHow To Get Tax Help
days a week to: various tax topics.

You can get help with unresolved tax issues, • E-file your return. Find out about commer- • Refund information. To check the status of
order free publications and forms, ask tax ques- your 2008 refund, call 1-800-829-1954cial tax preparation and e-file services
tions, and get information from the IRS in sev- during business hours or 1-800-829-4477available free to eligible taxpayers.
eral ways. By selecting the method that is best (automated refund information 24 hours a• Check the status of your 2008 refund. Gofor you, you will have quick and easy access to day, 7 days a week). Wait at least 72

to www.irs.gov and click on Where’s Mytax help. hours after the IRS acknowledges receipt
Refund. Wait at least 72 hours after the of your e-filed return, or 3 to 4 weeks afterContacting your Taxpayer Advocate. The IRS acknowledges receipt of your e-filed mailing a paper return. If you filed FormTaxpayer Advocate Service (TAS) is an inde- return, or 3 to 4 weeks after mailing a 8379 with your return, wait 14 weeks (11pendent organization within the IRS whose em- paper return. If you filed Form 8379 with weeks if you filed electronically). Haveployees assist taxpayers who are experiencing
your return, wait 14 weeks (11 weeks if your 2008 tax return available so you caneconomic harm, who are seeking help in resolv-
you filed electronically). Have your 2008 provide your social security number, youring tax problems that have not been resolved

filing status, and the exact whole dollartax return available so you can providethrough normal channels, or who believe that an
amount of your refund. Refunds are sentyour social security number, your filingIRS system or procedure is not working as it
out weekly on Fridays. If you check thestatus, and the exact whole dollar amountshould.
status of your refund and are not given theof your refund.You can contact the TAS by calling the TAS
date it will be issued, please wait until thetoll-free case intake line at 1-877-777-4778 or • Download forms, instructions, and publica- next week before checking back.TTY/TDD 1-800-829-4059 to see if you are eligi- tions.

ble for assistance. You can also call or write your • Other refund information. To check the
• Order IRS products online.local taxpayer advocate, whose phone number status of a prior year refund or amended

and address are listed in your local telephone return refund, call 1-800-829-1954.• Research your tax questions online.
directory and in Publication 1546, Taxpayer Ad-

• Search publications online by topic orvocate Service—Your Voice at the IRS. You Evaluating the quality of our telephone
keyword.can file Form 911, Request for Taxpayer Advo- services. To ensure IRS representatives give

cate Service Assistance (And Application for accurate, courteous, and professional answers,• View Internal Revenue Bulletins (IRBs)
Taxpayer Assistance Order), or ask an IRS em- we use several methods to evaluate the qualitypublished in the last few years.
ployee to complete it on your behalf. For more of our telephone services. One method is for a

• Figure your withholding allowances usinginformation, go to www.irs.gov/advocate. second IRS representative to listen in on or
the withholding calculator online at record random telephone calls. Another is to askLow Income Taxpayer Clinics (LITCs).
www.irs.gov/individuals. some callers to complete a short survey at theLITCs are independent organizations that pro-

end of the call.vide low income taxpayers with representation • Determine if Form 6251 must be filed by
in federal tax controversies with the IRS for free using our Alternative Minimum Tax (AMT) Walk-in. Many products and services
or for a nominal charge. The clinics also provide Assistant. are available on a walk-in basis.
tax education and outreach for taxpayers who • Sign up to receive local and national taxspeak English as a second language. Publica-

news by email. • Products. You can walk in to many posttion 4134, Low Income Taxpayer Clinic List,
offices, libraries, and IRS offices to pick upprovides information on clinics in your area. It is • Get information on starting and operating
certain forms, instructions, and publica-available at www.irs.gov or your local IRS office. a small business.
tions. Some IRS offices, libraries, grocery

Free tax services. To find out what services stores, copy centers, city and county gov-
are available, get Publication 910, IRS Guide to ernment offices, credit unions, and office

Phone. Many services are available byFree Tax Services. It contains lists of free tax supply stores have a collection of products
phone. information sources, including publications, available to print from a CD or photocopy

services, and free tax education and assistance from reproducible proofs. Also, some IRS
programs. It also has an index of over 100 offices and libraries have the Internal Rev-• Ordering forms, instructions, and publica-
TeleTax topics (recorded tax information) you enue Code, regulations, Internal Revenuetions. Call 1-800-829-3676 to order cur-
can listen to on your telephone. Bulletins, and Cumulative Bulletins avail-rent-year forms, instructions, and

Accessible versions of IRS published prod- able for research purposes.publications, and prior-year forms and in-
ucts are available on request in a variety of

structions. You should receive your order • Services. You can walk in to your localalternative formats for people with disabilities.
within 10 days. Taxpayer Assistance Center every busi-

Free help with your return. Free help in pre- ness day for personal, face-to-face tax• Asking tax questions. Call the IRS with
paring your return is available nationwide from help. An employee can explain IRS letters,your tax questions at 1-800-829-1040.
IRS-trained volunteers. The Volunteer Income request adjustments to your tax account,

• Solving problems. You can getTax Assistance (VITA) program is designed to or help you set up a payment plan. If you
face-to-face help solving tax problemshelp low-income taxpayers and the Tax Coun- need to resolve a tax problem, have ques-

seling for the Elderly (TCE) program is designed every business day in IRS Taxpayer As- tions about how the tax law applies to your
to assist taxpayers age 60 and older with their individual tax return, or you are more com-sistance Centers. An employee can ex-
tax returns. Many VITA sites offer free electronic fortable talking with someone in person,plain IRS letters, request adjustments to
filing and all volunteers will let you know about visit your local Taxpayer Assistanceyour account, or help you set up a pay-
credits and deductions you may be entitled to Center where you can spread out yourment plan. Call your local Taxpayer Assis-
claim. To find the nearest Vita or TCE site, call records and talk with an IRS representa-tance Center for an appointment. To find
1-800-829-1040. tive face-to-face. No appointment is nec-the number, go to 

As part of the TCE program, AARP offers the essary—just walk in. If you prefer, youwww.irs.gov/localcontacts or look in the
Tax-Aide counseling program. To find the near- can call your local Center and leave aphone book under United States Govern-
est AARP Tax-Aide site, call 1-888-227-7669 or message requesting an appointment to re-ment, Internal Revenue Service.
visit AARP’s website at solve a tax account issue. A representa-

• TTY/TDD equipment. If you have accesswww.aarp.org/money/taxaide. tive will call you back within 2 business
to TTY/TDD equipment, callFor more information on these programs, go days to schedule an in-person appoint-
1-800-829-4059 to ask tax questions or toto www.irs.gov and enter keyword “VITA” in the ment at your convenience. If you have an

upper right-hand corner. order forms and publications. ongoing, complex tax account problem or
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a special need, such as a disability, an • Tax Topics from the IRS telephone re- • All the business tax forms, instructions,
appointment can be requested. All other and publications needed to successfullysponse system.
issues will be handled without an appoint- manage a business.• Internal Revenue Code—Title 26 of thement. To find the number of your local • Tax law changes for 2009.U.S. Code.office, go to www.irs.gov/localcontacts or

• Tax Map: an electronic research tool andlook in the phone book under United • Fill-in, print, and save features for most tax
finding aid.States Government, Internal Revenue forms.

Service. • Web links to various government agen-• Internal Revenue Bulletins.
cies, business associations, and IRS orga-• Toll-free and email technical support.Mail. You can send your order for nizations.

forms, instructions, and publications to • Two releases during the year. • “Rate the Product” survey—your opportu-the address below. You should receive –  The first release will ship the beginning nity to suggest changes for future editions.a response within 10 days after your request is of January 2009.
received. • A site map of the guide to help you navi-–  The final release will ship the beginning

gate the pages with ease.of March 2009.
Internal Revenue Service

• An interactive “Teens in Biz” module that1201 N. Mitsubishi Motorway Purchase the DVD from National Technical gives practical tips for teens about startingBloomington, IL 61705-6613 Information Service (NTIS) at their own business, creating a business
www.irs.gov/cdorders for $30 (no handling fee) plan, and filing taxes.DVD for tax products. You can order
or call 1-877-233-6767 toll free to buy the DVDPublication 1796, IRS Tax Products
for $30 (plus a $6 handling fee). The information is updated during the year.DVD, and obtain:

Visit www.irs.gov and enter keyword “SBRG” inSmall Business Resource Guide• Current-year forms, instructions, and pub- the upper right-hand corner for more informa-2009. This online guide is a must forlications. tion.every small business owner or any tax-• Prior-year forms, instructions, and publica- payer about to start a business. This year’s
tions. guide includes:

• Tax Map: an electronic research tool and • Helpful information, such as how to pre-
finding aid. pare a business plan, find financing for

• Tax law frequently asked questions. your business, and much more.
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Worksheet.  Additional Foreign Tax Credit on U.S. income* Keep for Your Records

I. U.S. tax on U.S. source income COL. A COL. B
(U.S. source rules)

1. Dividends . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
2. Interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
3. Royalties . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
4. Capital gain . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
5. a. Gross earned income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

b. Allocable employee business expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . .
c. Net compensation. Subtract line 5b from line 5a . . . . . . . . . . . . . . . . . . . . . . .

6. a. Gross rent, real property . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
b. Direct expenses . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
c. Net rent. Subtract line 6b from line 6a . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

7. Other 
8. Add lines 1–5a, 6a and 7 in columns A and lines 1–4, 5c, 6c and 7 in column B . . . .
9. Enter tax from Form 1040 (see instructions) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

10. Enter adjusted gross income (AGI) from line 37, Form 1040 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
11. Divide line 9 by line 10. Enter the result as a decimal. This is the average tax rate on your AGI. . . . . . . . . .
12. Multiply line 11 by line 8 (column B). This is your estimated U.S. tax on your U.S. source income. . . . . . . .

II. Tax at source allowable under treaty
A. Items fully taxable by U.S.

13. a. Identify 
b. Multiply line 13a by line 11 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

B. Items partly taxable by U.S.
14. a. Identify 

b. Treaty rate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
c. Allowable tax at source (Multiply line 14a by line 14b) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

15. a. Identify 
b. Treaty rate . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
c. Allowable tax at source (Multiply line 15a by line 15b) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

16. Total (Add lines 13b, 14c, and 15c) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
C. Identify each item of U.S. source income from Col. A, Step I, on which the U.S. may 

not, under treaty, tax residents of the other country who are not U.S. citizens

III. Additional credit

17. Residence country tax on U.S. source income before foreign tax credit . . . . . . . . . . . . . . . . . . . . . . . . .
18. Foreign tax credit allowed by residence country for U.S. income tax paid . . . . . . . . . . . . . . . . . . . . . . . .
19. Maximum credit. Subtract the greater of line 16 or line 18 from line 12. . . . . . . . . . . . . . . . . . . . . . . . . .
20. a. Enter the amount from line 17 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

b. Enter the greater of line 16 or line 18 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
c. Subtract line 20b from line 20a . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

21. Additional credit. Enter the smaller of line 19 or line 20c. Add this amount to line 29 of Part IV Form 1116.

* See the discussion on Tax Treaties for information on when you should use this worksheet.
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Worksheet Instructions. Additional Foreign Tax Credit on U.S. Income Keep for Your Records

STEP I
Figure the estimated tax on U.S. source income using U.S. source rules.

Lines 1–7 — Enter the gross amount for each type of income in Column A, and the net amount in Column B.
Line 9 — Enter the amount from Form 1040, line 44.

STEP II
Determine the amount of tax that the United States is allowed to collect at source under the treaty on income of residents of the other country who
are not U.S. citizens.

PART A — Income fully taxable by the United States. Identify the type and amount on line 13a.
PART B — Income for which treaty limits U.S. tax at source.
Lines 14–15 — Identify each type and amount of income. Use the specified treaty rate. (See Publication 901, U.S. Tax Treaties.)
PART C — Identify the items not taxable at source by the United States under the treaty.

STEP III
Figure the amount of the additional credit for foreign taxes paid or accrued on U.S. source income. The additional credit is limited to the difference
between the estimated U.S. tax (Step I) and the greater of the allowable U.S. tax at source (Step II) or the foreign tax credit allowed by the
residence country (line 18).

Line 17 — Enter the amount of the residence country tax on your U.S. source income before reduction for foreign tax credits. If possible, use
the fraction of the pre-credit residence country tax which U.S. source taxable income bears to total taxable income. Otherwise, report that
fraction of the pre-credit foreign tax which gross U.S. income bears to total gross income for foreign tax purposes.
Line 21 — This amount may be claimed as a foreign tax credit on Form 1116. Complete Form 1116 according to the instructions. Add the
additional credit to line 29, Part IV, of Form 1116 and report that total on your Form 1040. File this worksheet with your Form 1040 as an
attachment to Form 1116.
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To help us develop a more useful index, please let us know if you have ideas for index entries.
Index See “Comments and Suggestions” in the “Introduction” for the ways you can reach us.
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541

555
556

559

561

564
570

575
584

587

590

593

594
596
721

901
907

908
915

919
925
926

929

946
936

950

1542

967

1544

1546

596SP

1SP

850

17SP

El Proceso de Cobro del IRS594SP

947

Informe de Pagos en Efectivo en
Exceso de $10,000 (Recibidos en
una Ocupación o Negocio)

1544SP

See How To Get Tax Help for a variety of ways to get forms, including by computer, phone, and mail.

U.S. Individual Income Tax Return
Itemized Deductions & Interest and

Ordinary Dividends
Profit or Loss From Business
Net Profit From Business
Capital Gains and Losses

Supplemental Income and Loss
Earned Income Credit
Profit or Loss From Farming

Credit for the Elderly or the Disabled

Income Tax Return for Single and 
Joint Filers With No Dependents

Self-Employment Tax
U.S. Individual Income Tax Return

Interest and Ordinary Dividends for
Form 1040A Filers

Child and Dependent Care
Expenses for Form 1040A Filers

Credit for the Elderly or the 
Disabled for Form 1040A Filers

Estimated Tax for Individuals
Amended U.S. Individual Income Tax Return

Unreimbursed Employee Business
Expenses

Underpayment of Estimated Tax by
Individuals, Estates, and Trusts

Power of Attorney and Declaration of
Representative

Child and Dependent Care Expenses

Moving Expenses
Depreciation and Amortization
Application for Automatic Extension of Time
To File U.S. Individual Income Tax Return
Investment Interest Expense Deduction
Additional Taxes on Qualified Plans (Including
IRAs) and Other Tax-Favored Accounts
Alternative Minimum Tax—Individuals
Noncash Charitable Contributions

Change of Address
Expenses for Business Use of Your Home

Nondeductible IRAs
Passive Activity Loss Limitations

1040
Sch A&B

Sch C
Sch C-EZ
Sch D

Sch E
Sch EIC
Sch F
Sch H Household Employment Taxes 

Sch R
Sch SE

1040EZ

1040A
Sch 1

Sch 2

Sch 3

1040-ES
1040X

2106 Employee Business Expenses
2106-EZ

2210

2441
2848

3903
4562
4868

4952
5329

6251
8283
8582
8606

8822
8829

Form Number and Title

Sch J Income Averaging for Farmers and Fishermen

Additional Child Tax Credit8812

Education Credits (Hope and Lifetime Learning
Credits)

8863

Form Number and Title

See How To Get Tax Help for a variety of ways to get publications, including
by computer, phone, and mail.

970 Tax Benefits for Education
971 Innocent Spouse Relief

Sch D-1 Continuation Sheet for Schedule D

972 Child Tax Credit

Tax Guide for U.S. Citizens and
Resident Aliens Abroad

54

Net Operating Losses (NOLs) for
Individuals, Estates, and Trusts

536

Tax-Sheltered Annuity Plans (403(b)
Plans) For Employees of Public
Schools and Certain Tax-Exempt
Organizations

571

Health Savings Accounts and Other
Tax-Favored Health Plans

969

Installment Agreement Request9465

Business Expenses535
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